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PREFACE 

This  book,  coming  out  at  a  time  too  late  to  be 
of  material  assistance  to  the  taxpayer  in  the 
preparation  of  his  Federal  income  and  profits 
tax  return  for  1920,  may  appear  to  be  out  of 
place.  However,  the  primary  purpose  of  the 
book  is  to  assist  the  taxpayer  in  his  determina- 
tion as  to  whether  or  not  the  computation  of  his 
tax  liability  under  the  several  Revenue  Acts 
has  been  correctly  made  and  in  accordance  with 
the  practice  and  procedure  of  the  Bureau  of 
Internal  Revenue. 

There  has  been  considerable  agitation  on  the 
part  of  taxpayers,  particularly  business  people, 
for  a  repeal  of  the  excess  profits  tax.  The  new 
administration  is  committed  in  its  platform  to 
such  a  repeal.  However,  the  fact  remains  that 
the  excess  profits  tax,  despite  its  deficiencies, 
has  been  a  source  of  great  revenue  to  the  Gov- 
ernment and  that  the  Government  still  needs 
and  will  need  for  many  years  to  come  very 
large  revenues.  Until  a  form  of  taxation  has 
been  agreed  upon  which  can  satisfactorily  take 
the  place  of  the  excess  profits  tax,  there  will 
be  no  repeal  of  the  latter.  At  the  present  time 
while  the  sales  tax  has  been  advocated  by  many 
men  of  prominence,  it  has  by  no  means  met  with 
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the  general  approval  of  the  public.  It  is  possi- 
ble that  this  year  may  see  only  an  amendment  to 
the  excess  profits  tax  law  with  a  view  to  correct- 
ing certain  defects  and  inequalities  that  exist. 
It  is  expected,  however,  that  in  the  not  very 
distant  future,  the  excess  profits  tax  will  be 
repealed.  It  is  a  special  tax  enacted  for  special 
purposes  under  the  stress  of  war  conditions. 
If  history  is  to  repeat  itself,  the  stress  of  war 
conditions  being  removed,  special  legislation 
arising  out  of  war  conditions  should  be  re- 
pealed. 

Prior  to  1917,  the  Federal  Income  Tax  laws 
were  comparatively  simple,  both  in  their  admin- 
istrative features  and  their  technical  require- 
ments. In  the  case  of  corporations  the  low  rate 
of  tax  on  net  income,  1  per  cent  from  1909 
to  1915  inclusive  and  2  per  cent  for  1916,  was 
such  a  small  factor  in  the  total  cost  of  carrying 
on  a  business  that  very  little  attention  was 
paid  by  the  average  concern  to  the  question  of 
income  tax. 

Due  to  the  enactment  of  the  Revenue  Acts 
of  1917  and  1918,  however,  the  question  of  Fed- 
eral Income  Taxes  has  become  of  prime  import- 
ance in  the  business  world,  so  much  so  that 
before  closing  transactions  such  as  the  sale 
of  property,  organization,  dissolution,  reor- 
ganization or  merger  of  large  corporations, 
etc.,  it  is  essential  that  the  income  and  excess 
profits   taxes  be  taken  into   consideration  in 
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determining  upon  what  terms  or  conditions  it 
would  be  advisable  to  enter  into  such  transac- 
tions. 

Transactions  which  took  place  during  the 
taxable  years  1917,  1918  and  1919  are  now 
under  review  by  the  auditors  of  the  Bureau  of 
Internal  Revenue  and  it  has  been  found  that 
the  taxpayer  conducting  a  business  of  any  con- 
siderable size,  who  has  prepared  his  returns  in 
all  respects  in  accordance  with  the  regulations 
of  the  Treasury  Department,  is  an  exception. 
Upon  the  audit  of  returns  filed  in  the  past,  most 
taxpayers,  particularly  corporations,  are  called 
upon  by  the  Treasury  Department  to  pay  addi- 
tional tax.  The  Bureau  has  commenced  a  huge 
drive  to  collect  additional  taxes  which  appear 
to  be  due  by  reason  of  the  understatement  of 
the  tax  liability  in  the  returns  which  have 
already  been  made. 

Commissioner  Williams  in  his  annual  report 
states  that,  as  the  result  of  the  work  of  the 
Income  Tax  Unit,  additional  taxes  aggregating 
$376,977,667.49  were  assessed  during  the  fiscal 
year  ended  June  30,  1920.  He  also  states  that 
with  the  prospective  increase  in  personnel  it 
is  believed  that  the  assessments  to  be  made 
during  the  year  1921  may  result  in  the  collec- 
tion of  $1,000,000,000  in  additional  taxes.  Un- 
der these  circumstances  and  because  of  the  try- 
ing times  through  which  business  may  have  to 
go,  it  is  imperative  that  the  business  man  care- 
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fully  scrutinize  the  tax  returns  which  he  has 
filed  so  that  he  may  be  prepared  should  the 
Treasury  Department  call  upon  him  for  addi- 
tional tax. 

It  is  recognized  that,  because  of  the  hasty 
manner  in  which  the  Revenue  Act  of  1917  was 
drawn  up,  there  has  been  doubt  and  confusion, 
both  in  the  minds  of  the  taxpaying  public 
and  in  the  minds  of  the  Treasury  Department 
officials,  as  to  just  what  the  requirements  of 
the  Act  are. 

Since  the  passage  of  the  1917  Revenue  Act 
and  the  1918  Revenue  Act,  the  Bureau  has  had 
considerable  opportunity  to  study  these  Acts, 
and  as  the  result  of  such  study  has  formulated 
and  promulgated  a  host  of  regulations  and  deci- 
sions. While  many  of  these  decisions  appear  in 
the  regulations  and  Treasury  decisions  which 
have  been  issued  from  time  to  time  by  the 
Treasury  Department,  yet  there  are  many  more 
of  which  the  public  has  comparatively  little 
knowledge. 

It  is  to  be  understood  that  the  decisions  of  the 
Bureau,  although  in  many  cases  practically, 
have  not  actually  the  force  of  law.  Such  deci- 
sions represent  the  interpretation  placed  upon 
the  law  by  the  officials  of  the  Bureau  of  Internal 
Revenue.  From  time  to  time  the  Bureau  makes 
decisions  which  appear  to  be  contradictory  to 
others  already  made.  Such  decisions  may  or 
may  not  actually  be  contradictory  to  previous 
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decisions.  The  Bureau  official  responsible  for 
the  decision  may  have  had  a  set  of  facts  before 
him  quite  different  from  those  in  a  case  which 
appears  to  be  a  parallel  one. 

The  author  has  tried  to  take  important  deci- 
sions of  the  Bureau  and  put  them  before  the 
reader  in  such  a  way  as  to  be  readily  compre- 
hended without  at  the  same  time  warping  the 
viewpoint  of  the  Bureau. 

The  purpose  of  this  work  is  to  present  the 
author's  interpretation,  based  upon  his  knowl- 
edge and  experience,  of  the  Bureau's  views  and 
regulations.  The  author  will  try  to  refrain 
from  giving  any  expression  as  to  his  personal 
views  of  the  decisions  of  the  Bureau.  He  may 
or  may  not  agree  with  them. 

This  book  is  not  intended  to  treat  fully  or 
to  cover  the  entire  subject  of  Federal  income 
and  profits  taxes.  It  is  intended  to  supplement 
the  regulations  issued  by  the  Treasury  Depart- 
ment and  the  many  works  which  have  been 
written  on  the  subject.  The  author  has  elabo- 
rated on  those  matters  which  are  not  fully 
covered  in  the  regulations  and  concerning  which 
he  believes  the  public  is  not  sufficiently  in- 
formed. The  problems  given  in  Chapter  VI 
have  been  prepared  with  a  view  to  clarify  and 
illustrate  certain  sections  of  the  statutes  and 
certain  articles  of  the  regulations. 

The  author  wishes  to  acknowledge  his  indebt- 
edness to  his  staff  in  the  preparation  of  the 
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manuscript.  He  also  wishes  to  extend  his 
thanks  to  those  officials  of  the  Bureau  of  Inter- 
nal Revenue  who  have  explained  to  him  the 
recent  changes  in  Bureau  procedure. 

E.  E.  ROSSMOOBE. 
New  York,  March,  1921. 
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CHAPTER  I 

INTRODUCTOBY 

The  administration  of  the  income  tax  laws  Tremen- 
in  recent  years  has  been  a  tremendous  task.  of"dminis- 
When  the  Revenue  Act  of  1917  was  passed,  no  tration  of 
one  ever  dreamt  of  the  gigantic  undertaking 
which  would  result  therefrom.  The  Bureau 
officials  for  the  last  few  years  deserve  a  great 
deal  of  commendation  for  the  manner  in  which 
they  have  carried  on  their  work.  An  idea  of  the 
size  of  the  task  may  be  gathered  from  the  statis- 
tics covering  merely  the  taxable  year  1918. 
There  were  3,883,189  returns  filed  for  that  year 
showing  a  tax  amounting  to  $4,339,185,288.  The 
weight  of  the  schedules  alone  for  1918  has  been 
reported  as  being  fifty-six  tons.  At  the  present 
time  it  is  said  that  there  are  over  fifty  million 
returns  and  over  thirty  million  pieces  of  cor- 
respondence relating  to  these  returns  in  the 
files  of  the  Income  Tax  Unit.  It  can  be  readily 
seen  that  in  order  to  properly  verify  the  cor- 
rectness of  such  an  enormous  quantity  of  re- 
turns a  fairly  good-sized  army  of  accountants 
is  required. 

The  Bureau's  first  problem  was  therefore  to  Large 
gather  together  a  working  force  properly  qual-  ?equ?red! 
ified  in  accounting,  engineering  and  business 
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training  so   that  it  could  quickly  grasp  the 
technical  requirements  of  the  tax  laws.     The 
personnfJ^  of  the  Bureau  has  increased  from 
about  three  hundred  in  1917  to  the  present  per- 
sonnel of  over  four  thousand.    It  has  had  to 
absorb  this  number  in  a  comparatively  short 
time  and  has  had  to  train  its  employees  so 
that  the  administration  of  the  tax  laws  would 
be  fair  and  correct.    When  one  considers  the 
complexity  of  the  income  and  excess  profits 
taxes  and  the  multitude  of  decisions  which  have 
been  made,  one  readily  realizes  that  such  train- 
ing is  in  itself  a  tremendous  task.    This  work 
has  been  made  more  difficult  by  reason  of  the 
unduly  large  turnover  of  personnel. 
Large  turn-       ^^^  Government  has  probably  lost  millions 
over  of         of  doUars  because   of  inability  to  retain  in 
personne .     ^^^  employ  people  who  have  been  trained  to 
carry  on  this  work  effectively.    Taxpayers  have 
been  greatly  embarrassed  because  of  the  variety 
of  people  who  have  at  different  times  exam- 
ined their  returns.    The  author  hopes  that  Con- 
gress will  have  sufficient  vision  to  take  the 
proper  steps  to  hold  in  the   employ  of  the 
Bureau  of  Internal  Revenue  trained  and  quali- 
fied men  and  women.    The  Government  should 
be  prepared  to  meet  in  competition  corpora- 
tions and  others  who  are  ready  to  pay  hand- 
somely for  the  knowledge  possessed  by  trained 
and  experienced  people  in  the  Bureau.     The 
Government  should  offer  every  inducement  pos- 
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sible  to  retain  in  its  employ  its  trained  force. 
In  that  way  it  will  render  a  considerable  serv- 
ice not  only  to  itself  but  to  the  taxpa}  lag  public, 
which  is  ready  to  meet  its  correct  tax  liability 
and  eager  for  a  prompt  determination  thereof. 

The  attitude  of  the  administrative  officers  of  Govern- 
the  Bureau  has  been  most  considerate.     The  deskesto 
men  selected  to  confer  with  taxpayers  are  the  be  fair, 
best  available  from  the  viewpoint  of  education, 
training    and    experience.      The    educational 
standard  of  the  whole  body  of  auditors  is  ex- 
tremely high — at  least  seventy-five  per  cent  of 
them  are  college  graduates.     The  author  has 
found  the  revenue  agents  and  auditors  of  the 
Bureau  of  Internal  Revenue  to  be  absolutely 
fair,  trying  their  best  to  do  their  duty  to  the 
Government  and  to  the  people. 

Occasions  have  arisen,  however,  where  agents  oovern- 
of  the  Government  have  been  overzealous  in  ment  agents 

on  Tcirc 

their  duties  with  the  result  that  the  taxpayer  occasions 
has  unjustly  suffered.  Taxpayers  should  re-  zealous 
member  that  the  Government  does  not  want  to 
deprive  them  of  their  last  cent  but  desires  to 
give  them  a  square  deal;  however,  it  expects 
the  full  co-operation  of  the  taxpayer.  If  the 
taxpayer  will  state  his  case  frankly,  he  will  find 
that  the  Government  officials  will  be  ready  to 
extend  him  every  consideration. 

The  Bureau  of  Internal  Revenue  has  made 
it  a  practice  to  instruct  its  field  auditors  to 
treat  the  taxpayer  with  the  utmost  courtesy  and 
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Full  co- 
operation 
should  be 
given  Gov- 
ernment 
representa- 
tives. 


Much  time 
and  ex- 
pense may 
be  saved. 


co-operate  in  every  possible  way  so  that  an  in- 
vestigation may  result  in  the  determination  of 
the  correct  tax  due,  regardless  of  whether  it 
results  in  a  refund  or  in  an  additional  assess- 
ment. 

It  is  unfortunate  that  occasionally  exam- 
ing  officers  and  taxpayers  attempt  to  take  ad- 
vantage of  each  other  by  methods  which  accom- 
plish very  little  and  create  considerable  bitter- 
ness sometimes  leading  to  unpleasant  conse- 
quences. 

Every  examining  officer  should  have  placed  at 
his  disposal  all  the  available  records  and  be 
given  as  much  information  regarding  questions 
arising  in  connection  with  the  audit  as  is  pos- 
sible. Occasionally,  however,  Government  ex- 
aminers do  make  impossible  demands  such  as 
the  furnishing  of  data  within  24  hours  which  it 
may  take  the  corporation  several  days  to  obtain. 
The  corporation  officials  as  well  as  the  investi- 
gators should  co-operate  frankly  without  any 
attempt  to  delay  the  investigation  or  conceal 
information. 

Many  instances  have  occurred  where  much 
time  and  expense  could  have  been  saved  if  full 
details  of  various  transactions  had  been  dis- 
closed at  the  original  investigation.  Before 
the  completion  of  the  investigation  the  tax- 
payer should  make  inquiry  of  the  examiner  re- 
garding the  estimated  additional  tax — if  any; 
and  if  such  tax  is  created  by  differences  which 
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may  be  easily  explained,  the  taxpayer  should 
not  spare  time  in  furnishing  the  proper  infor- 
mation to  the  Government's  officer  while  he 
is  still  making  his  investigation.  The  taxpayer 
should  not  lose  sight  of  the  fact  that  every  ap- 
parent discrepancy  satisfactorily  explained  to 
the  examiner  on  the  ground  may  save  costly 
trips  to  Washington.  It  is  easier  to  eliminate 
misinterpretations  of  entries  in  the  records 
while  the  examiner  is  in  the  taxpayer's  office 
than  it  will  be  several  months  later  after  he  has 
been  working  on  other  cases. 

In  case  the  revenue  officer  is  not  satisfied  Taxpayer 
with  the  taxpayer's  explanation  and  prepares  statement 
an    adverse    report   recommending   additional  of  findings 
assessment,  the  taxpayer  should  request  the  gation. 
investigator  to  furnish  him  with  a  synopsis 
of   the   report   of   the   audit   which   is   to   be 
forwarded   to   the   Commissioner   of   Internal 
Revenue.    If  the  report  has  not  been  completed 
the  examiner  should  be  requested  to  indicate 
the  estimated  additional  tax  and  the  nature  of 
the  adjustments  contemplated. 

Under  ordinary  circumstances  it  will  take  the  a-2  letter 
authorities  in  Washington  from  two  to  three  o^tax'dete" 
months  to  pass  upon  the  revenue  agent's  find-  mination. 
ings  and  mail  the  taxpayer  an  A-2  letter,  which 
is  notice  to  the  taxpayer  of  the  proposed  addi- 
tional assessment  as  approved  by  the  Bureau. 
These  assessments  are  usually  placed  on  the 
Collectors'  lists  in  30  to  40  days  from  the  date 
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of  the  A-2  letter.  So,  if  a  taxpayer  disagrees 
with  any  of  the  adjustments  included  in  the  A-2 
letter,  he  should  prepare  a  brief  setting  forth 
his  objections  and  proof  in  support  of  his  con- 
tentions which  should  be  presented  to  the 
Bureau  before  the  proposed  tax  is  placed  upon 
the  Collector's  list.  In  the  case  of  large  corpo- 
rations it  usually  takes  more  than  thirty  days  to 
furnish  the  necessary  information  to  correct  an 
additional  assessment  which  happens  to  be  erro- 
neous. For  this  reason  it  is  advantageous  for 
the  taxpayer  to  assemble  without  loss  of  time 
the  data  regarding  the  points  in  dispute  to 
be  submitted  to  the  Commissioner  in  "Wash- 
ington immediately  after  the  field  investigation 
is  completed,  without  waiting  for  the  receipt  of 
the  A-2  letter. 

Once  an  assessment  is  on  the  Collector's  list 
the  only  remedy  available  is  in  the  filing  of  a 
claim  for  abatement  which  may  or  may  not  be 
accepted  by  the  Collector  without  the  filing  of  a 
bond. 

The  filing  of  a  claim  for  abatement  in  large 
cases  is  a  costly  affair.  The  Collector  is  per- 
sonally liable  for  the  assessments  on  his  list, 
and  for  this  reason  he  has  absolute  authority 
to  accept  or  reject  a  claim  for  abatement  with- 
out a  bond. 

"Whenever  a  taxpayer  has  erroneously  over- 
paid his  taxes  a  claim  for  refund  or  a  claim 
for  credit  should  be  filed,  preferably  the  latter, 
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especially  when  the  taxpayer  is   sure   of  his 

ground. 

The  Commissioner  has  directed  the  efforts  of  Waivers  re 

the  entire  Income  Tax  Unit  toward  the  closing  fimitltions 

of  all  1917  cases  before  March  1, 1921.    In  some   of  assess- 

'  ments. 

mstances  it  will  have  been  found  impossible  to 

complete  all  examinations.  For  this  reason  tax- 
payers are  being  requested  to  sign  waivers  so 
that  any  additional  taxes  due  discovered  after 
the  expiration  of  the  statutory  limitation  may 
be  collected  without  litigation  which  is  costly 
to  both  the  Government  and  the  taxpayer.  The 
signing  of  a  waiver  does  not  deprive  the  tax- 
payer of  the  right  of  subsequently  attempting 
to  prove  that  a  contemplated  assessment  is 
erroneous. 
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PEKTAINING    TO    OPEEATIONS   OF    THE   INCOME 
TAX   UNIT 

1.    Organization  of  the  Income  Tax  Unit — 2.    Mechanical  Fea- 
tures of  Handling  Returns 

I.    Organization  of  the  Income  Tax  Unit 

CoNGBEss  has  conferred  upon  the  Coimnis- 
sioner  of  Internal  Revenue  the  right  to  deter- 
mine and  assess  all  excise,  income,  and  profits 
taxes  in  accordance  with  the  provisions  of  the 
several  Revenue  Acts  covering  the  various  tax- 
able periods  from  1909  to  date. 

The  Commissioner  of  Internal  Revenue  has 
delegated  his  authority  with  respect  to  income 
taxes  under  the  various  Revenue  Acts  to  four 
different  groups: 

(1)  The  Deputy  Commissioner  of  Internal 
Revenue,  who  is  directly  in  charge  of  the  In- 
come Tax  Unit  which  audits  returns  and  de- 
termines the  statutory  tax  to  be  assessed. 

(2)  The  Solicitor  of  Internal  Revenue,  who 
is  in  charge  of  the  law  department  and  decides 
all  questions  of  a  legal  nature  referred  to  him. 

(3)  The  Committee  on  Appeals  and  Review, 
who  review  cases  of  taxpayers  upon  appeal 
from  the  decision  of  the  Income  Tax  Unit,  and 
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also  pass  upon  matters  referred  to  them  by  the 
Income  Tax  Unit. 

(4)  The  Supervisor  of  Collectors,  who  is  in  Collectors 
charge  of  the  64  Collectors  of  Internal  Revenue  RevenuT^ 
situated  throughout  the  United  States.  The 
Supervisor  of  Collectors  and  the  Collector  of 
each  district  have  nothing  to  do  with  the  final 
determination  of  the  tax  liability  of  taxpayers 
but  are  charged  merely  with  the  responsibility 
of  collecting  all  assessments  of  tax,  penalties 
and  interest.  The  Collectors  are  held  personally 
liable  for  all  assessments,  so  it  is  entirely  within 
their  discretion  to  accept  or  reject  without  a 
bond  a  claim  for  abatement  or  a  claim  for  credit. 

In  the  event  the  Income  Tax  Unit  is  unde-  income 
cided  as  to  the  proper  interpretation  of  any  when  in 
of  the  provisions  of  the  income  tax  acts  with  doubt  refers 

^  T  .  1  .         matters  to 

respect  to  any  case  under  review,  the  question   Committee 
is   referred  by  the  Deputy  Commissioner  to  ^Sd^^^^^^^ 
the  Committee  on  Appeals  and  Review,  who  Review, 
prepare  a  decision  or  recommendation  and  if  a 
legal  point  is   involved  the   Committee   refer 
their  conclusions  to  the  Solicitor  of  Internal 
Revenue,  who  co-operates  with  the  Committee 
in  arriving  at  a  final  decision. 

Conferences  arranged  before  the  Unit  are  Conferees 

meet  t3.X"> 

handled  by  men  who  have  had  considerable  ex-   payers  or 

perience  in  handling  tax  cases  and  are  consid-   their  repre- 
^  °  sentatives. 

ered  the  best  men  available  from  each  of  the 

respective    sections.     The    conferees    are    the 

"judges"  of  the  lower  court,  their  rulings  are 
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usually  final  as  far  as  the  particular  section  is 
concerned  and  the  A-2  letter  is  adjusted  in 
accordance  with  their  decisions. 

An  appeal  to  the  Committee  on  Appeals  and 
Review  does  not  stay  the  assessment  of  addi- 
tional tax,  as  it  is  listed  as  soon  as  the  adjust- 
ments determined  upon  by  the  Unit  have  been 
made,  provided  the  customary  30  days  have 
elapsed. 

After  the  Income  Tax  Unit  has  made  its  rul- 
ings and  the  taxpayer  wishes  to  present  addi- 
tional facts,  another  conference  should  be  ar- 
ranged with  the  Income  Tax  Unit  before  sub- 
mitting the  case  to  the  Committee  on  Appeals 
and  Review,  as  the  Committee  will  not  con- 
sider any  case  on  the  basis  of  additional  facts 
but  only  on  the  facts  as  presented  before  the 
Unit. 

If  a  taxpayer  has  appealed  from  the  decision 
of  the  Income  Tax  Unit  to  the  Committee  on 
Appeals  and  Review,  the  Committee  requires 
the  taxpayer  to  file  a  brief,  setting  forth  the 
reason  for  his  disagreement  with  the  decision 
of  the  Income  Tax  Unit.  At  the  time  of  filing 
the  brief  the  taxpayer,  if  he  so  desires,  may 
request  an  oral  hearing  before  the  Committee. 
In  that  event  the  Secretary  of  the  Committee 
will  notify  the  appellant  of  the  exact  date  upon 
which  such  a  hearing  will  be  held. 

The  taxpayer  will  in  due  course  be  notified 
by  the  Income  Tax  Unit  of  whatever  decision 
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is  reached  by  the  Committee.  Theoretically  the 
taxpayer  may  refer  the  case  to  the  Commis- 
sioner for  a  further  hearing  before  him  in  the 
event  that  the  Committee  concur  in  the  find- 
ings of  the  Income  Tax  Unit.  However,  from 
a  practical  standpoint  the  Committee  repre- 
sent the  Commissioner  and  are  his  technical 
advisors,  and  as  the  Commissioner's  duties  are 
many  and  mostly  administrative,  he  has  very 
little  time  for  the  consideration  of  individual 
cases  from  a  technical  viewpoint.  He,  there- 
fore, seldom  overrules  the  decision  of  his  Com- 
mittee. The  only  recourse,  therefore,  left  to 
the  taxpayer  in  such  a  case  is  to  bring  the 
matter  before  the  courts  by  instituting  pro- 
ceedings against  the  Collector  of  Internal  Rev- 
enue of  the  district  in  which  the  disputed  assess- 
ment was  made. 

The  organization  of  the  Income  Tax  Unit,  Organiza- 
which  is  directly  under  the  supervision  of  the  come  Tax' 
Deputy  Commissioner,   is   divided  into   seven  Unit, 
distinct  Divisions,  as  follows : 

(1)  Staff  Division— IT :  S 

(2)  Administration  Division — IT:  AD 

(3)  General  Audit  Division— IT :  G 

(4)  Field  Audit  Division— IT :  F 

(5)  Special  Audit  Division— IT :  SA 

(6)  Review  Division — IT:R 

(7)  Statistical   Division— IT :  ST 

Each  Division  is  supervised  by  the  ''Head 
of  the  Division"  and  the  "Assistant  Head." 
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The  Divisions  are  subdivided  into  *' subdivi- 
sions" and  ''sections,"  and  the  subdivisions 
into  sections.  Each  subdivision  and  section  is 
supervised  by  a  ''Chief."  Each  division,  sub- 
division and  section  has  a  designated  symbol. 
For  example :  IT :  G :  P  stands  for  Personal 
Returns  Section  of  the  General  Audit  Division 
of  the  Income  Tax  Unit.  Thus  IT  means  Income 
Tax  Unit ;  G — General  Audit  Division,  and  P — 
Personal  Returns  Section.  These  symbols  are 
placed  at  the  top  of  each  letter,  showing  the 
source  from  which  the  letter  originated. 

The  Staff  Division  is  divided  into  three  sec- 
tions : 

(1)  Personnel  Section— IT :  S :  PL 

(2)  Training  Section— IT :  S :  TN 

(3)  Personnel  Eesearch— IT :  S :  PR 

The  Personnel  Section  interviews  applicants 
for  positions  in  the  Income  Tax  Unit  and  co- 
operates with  the  Civil  Service  Commission  in 
arranging  for  appointments  and  the  selection 
of  new  employees. 

The  Training  Section  prescribes  and  con- 
ducts the  course  of  study  which  the  auditors 
are  required  to  take  up  immediately  upon  enter- 
ing the  Income  Tax  Unit.  The  auditor  contin- 
ues these  training  classes  from  two  to  three 
nights  a  week  after  office  hours  as  soon  as  he 
is  assigned  to  a  section,  as  promotions  from 
one  section  to  another  are  based  to  a  great 
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extent  upon  the  ratings  received  in  the  exami- 
nations given  by  the  Unit. 

The  Personnel  Research  Section  keeps  a  de-  Personnel 
tailed  record  of  the  amount  of  work  turned  out  Section, 
by  each  auditor,  the  quality  of  the  work,  etc. 
Before  an  auditor  can  receive  an  increase  in 
salary  his  efficiency  record  must  show  that  he 
is  entitled  to  it. 

The  Administration  Division  is  divided  into  Adminis- 
,.  „  ,,  tration 

nme   sections,    as   lOlloWS:  Division. 

(1)  Proving— IT :  AD :  P 

(2)  Sorting— IT:  AD:  S 

(3)  Stenographic— IT :  AD :  SS 

(4)  Building,  Equipment  and  Supplies — 

IT:AD:BES 

(5)  Files— IT :  AD :  F 

(6)  Returns  Control— IT :  AD :  RC 

(7)  Mail— IT:  AD:  M 

(8)  Orders  and  Codes— IT :  AD :  OC 

(9)  Duplicating— IT :  AD :  D 

The  work  of  the  Administration  Division  is 
entirely  administrative  and  clerical;  no  audi- 
tors are  employed  in  this  Division.  Returns 
are  recorded,  checked  against  assessment  list* 
and  filed  by  this  Division.  Lists  of  additional 
assessments  are  prepared  in  this  Division  and 
forwarded  to  the  various  Collectors  of  Internal 
Revenue,  who  send  to  the  taxpayer  notices  of 
demand  and  payment.  The  routing  of  mail  to 
the  various  sections  and  the  complete  upkeep 
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of  buildings,  supervision  of  the  guards,  porters, 
etc.,  are  under  the  jurisdiction  of  this  Division. 
The  General  Audit  Division  is  divided  into 
seven  sections,  as  follows : 

(1)  Field  Audit  Review— IT :  G :  FAR 

(2)  Manufacturers— IT :  G :  M 

(3)  Trading— IT:  G:TR 

(4)  Personal— IT :  G :  P 

(5)  Transportation  and  Public  Utilities — 

IT:G:TPU 

(6)  Finance— IT:  G:F 

(7)  Personal  Service— IT:  G:  PS 

The  Field  Audit  Review  Section  audits  the 
reports  of  the  Revenue  Agents  and  Inspectors 
covering  cases  emanating  from  the  General 
Audit  Division  and  prepares  assessment  letters 
(A-2  letters)  covering  these  cases. 

The  Manufacturers  Section  audits  returns  of 
single  corporations  which  cover  any  of  the 
manufacturing  industries. 

The  Trading  Section,  Finance  Section  and 
Transportation  and  Public  Utilities  Section 
each  handle  the  returns  covering  the  type  of 
business  its  name  implies ;  the  auditors  in  each 
of  these  sections  have  made  a  specialty  of  the 
problems  peculiar  to  these  businesses. 

The  Personal  Returns  Section  audits  the  re- 
turns of  individuals,  fiduciaries  and  partner- 
ships, and  verifies  the  income  reported  by  indi- 
viduals with  the  salary  lists  of  corporations, 
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etc.,  statements  of  dividends  paid  to  stock- 
holders, ownership  certificates  in  the  case  of 
bonds,  etc.,  etc.,  all  of  which  are  on  file  in  the 
Bureau. 

The  Personal  Service  Section  audits  returns  Personal 
of  concerns  supplying  domestic  or  professional  Ig^tion 
services,  operating  places  of  amusement  or  en- 
gaged in  the  construction  of  plants  or  build- 
ings, and  of  concerns  which  claim  to  have  not 
more  than  a  nominal  capital  as  set  forth  in 
Section  209  of  the  Revenue  Act  of  1917,  and 
of  corporations  which  plaim  to  have  rendered 
personal  service  as  outlined  in  Section  200  of 
the  Revenue  Act  of  1918. 

The  Field  Audit   Division   is   divided  into  Field  Audit 

,,  ..  Division. 

three  sections: 

(1)  Field  Personnel  Section— IT :  F :  FPL 

(2)  Field  Audit  Control— IT :  F :  AC 

(3)  Space  and  Equipment— IT :  F :  SE 

The  Field  Personnel  Section  has  charge  of  Fiei<J 
the   personnel   records   of   the   field   Revenue  Section. 
Agents   situated  in   the   35   Divisions   located 
throughout  the  United  States. 

The  Field  Audit  Control  Section  routes  the  Field  Audit 

cases  for  field  audit  received  from  the  various  Control 

Section. 

audit  sections  to  the  35  Revenue  Agents  m 
Charge  located  in  the  35  Divisions  into  which 
the  United  States  has  been  divided.  These 
Revenue  Agents  in  Charge  supervise  the  men 
assigned  to  them  in  their  respective  districts. 
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The  reports  of  Revenue  Agents  covering  field 
examinations  made  by  them  are  submitted  by 
the  Revenue  Agents  in  Charge  to  Washington 
and  there  pass  through  the  Field  Audit  Con- 
trol Section  to  the  Field  Audit  Review  Section 
of  the  General  Audit  Division. 

The  Space  and  Equipment  Section  keeps  the 
records  with  respect  to  equipment  located 
throughout  the  country  and  the  office  space  used 
in  the  various  district  offices,  and  arranges  for 
the  semi-annual  inventory  of  field  equipment 
and  supplies. 

The  Special  Audit  Division  is  divided  into 
two  subdivisions,  which  are  further  divided  into 
sections,  and  four  sections  which  are  responsible 
directly  to  the  Head  of  the  Division,  as  follows : 

Special  Assessment  Section — IT :  SA :  SM 
Special  Assignment  Section — IT :  SA :  AS 
Amortization  Section — IT :  SA :  AM 
Inventory  Section — IT :  SA :  I 
Consolidated  Returns  Subdivision — IT :  SA :  CR 
with  the  following  sections: 
Section  A.     Miscellaneous — IT :  SA :  CR :  A 
Section  B.     Natural  Resources — 

IT:SA:CR:B 
Section  C.     Transportation   and   Public   Util- 
ities—IT :  SA :  CR :  C 
Section  D.    Manufacturing  and  Trading — 

IT:SA:CR:D 
Travel  Audit  Section— IT :  SA :  CR :  TA 
Affiliations  Section— IT :  SA :  CR :  AF 
Administration  Section — IT :  SA :  CR :  AD 
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Natural  Resources  Subdivision — IT :  SA :  NR 
with  the  following  sections: 
Audit  Section— IT :  SA :  NR :  A 
Oil  and  Gas  Valuation  Section — 

IT:SA:NR:OG 
Metals  Valuation  Section— IT :  SA :  NR :  M 
Timber  Valuation  Section— IT :  SA :  NR:  T 
Coal  Valuation  Section— IT :  SA :  NR :  C 


The  Special  Assessment  Section  handles  all  Special 
returns  of  taxpayers  who  request  special  con-  Section, 
sideration  under  Section  210  of  the  Revenue 
Act  of  1917,  and  Sections  327  and  328  of  the 
Revenue  Act  of  1918.  This  section  determines 
the  propriety  of  the  application  of  Section  210 
of  the  Revenue  Act  of  1917  and  Sections  327 
and  328  of  the  Revenue  Act  of  1918,  and  if 
the  determination  is  made  that  these  provisions 
apply,  fixes  the  profits  tax  on  the  basis  of  that 
paid  by  representative  concerns  engaged  in  a 
like  or  similar  business.  The  taxpayer  usually 
furnishes  the  names  of  five  or  six  of  his  com- 
petitors. The  auditor  then  uses  the  returns  of 
these  concerns  together  with  several  other  cases 
if  similar  ones  are  available  and  arrives  at  an 
average  tax.  The  comparatives  used  by  this 
section  are  not  available  for  publication.  An 
assessment  is  then  made  on  the  basis  of  this 
average  tax  provided  the  amount  is  lower  than 
the  tax  based  upon  the  statutory  invested  cap- 
ital of  the  concern  under  review.     The  usual 
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practice  is,  before  cases  are  submitted  to  the 
Special  Assessment  Section,  to  have  a  thorough 
audit  made  of  the  net  income  by  the  audit  sec- 
tion in  which  the  case  would  ordinarily  be 
handled. 

Very  often,  where  claims  are  made  for  as- 
sessment under  Section  209  of  the  Revenue  Act 
of  1917,  or  for  assessment  as  personal  service 
corporations,  and  such  claims  are  denied  by  the 
Personal  Service  Section  of  the  General  Audit 
Division,  the  returns  involved  are  submitted  to 
the  Special  Assessment  Section  for  considera- 
tion. 

The  Special  Assignment  Section  audits  all 
cases,  with  the  exception  of  Consolidated  and 
Natural  Resource  Cases,  which  require  particu- 
lar attention  due  to  their  complexity  and  tech- 
nical nature.  To  it  are  referred  such  questions 
as  reorganization  after  March  3,  1917,  the  es- 
tablishment of  replacement  funds  and  other 
highly  technical  and  complicated  matters  which 
do  not  come  within  the  scope  of  the  work  of 
some  other  special  section.  This  section  also  co- 
operates in  the  audit  of  cases  involving  fraud. 

The  Amortization  Section  audits  cases  in 
which  an  amortization  allowance  is  claimed  as  a 
deduction  from  income  on  account  of  facilities 
acquired  after  April  5, 1917,  and  before  Novem- 
ber 12,  1918,  for  the  production  of  articles  con- 
tributing to  the  prosecution  of  the  late  war  and 
in  the  case  of  vessels  acquired  during  the  same 
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period  for  the  transportation  of  articles  or  men 
contributing  to  the  prosecution  of  the  late  war. 
It  also  audits  and  investigates  all  returns  filed 
under  the  Munitions  Tax  Acts  of  1916  and  1917. 
There  are  both  engineers  and  auditors  in  this 
section  who  make  field  investigations  of  amor- 
tization claims.  Any  of  the  other  sections  in 
the  audit  divisions  which  have  cases  where  the 
question  of  amortization  is  involved,  refer  such 
cases  to  the  Amortization  Section,  which  pre- 
pares a  report  of  its  findings  and  routes  the 
case  back  to  the  section  from  which  it  had  been 
originally  forwarded  so  that  the  other  points 
involved  in  the  case  may  be  settled  by  the  orig- 
inal section. 

For  instance,  if  the  Consolidated  Subdivision 
is  working  on  a  large  case  having  several  sub- 
sidiary companies,  and  several  of  the  subsidiary 
companies  have  filed  claims  for  amortization, 
the  entire  case  is  routed  to  the  Amortization 
Section,  where  the  correct  amortization  allow- 
able is  determined.  Then  the  case  is  returned  to 
the  Consolidated  Subdivision  and  the  audit  of 
the  case  continued  in  that  subdivision,  using 
the  figures  submitted  by  the  Amortization  Sec- 
tion as  the  basis  for  the  amortization  deduction. 

The  functions  of  the  Inventory  Section  are  inventory 
somewhat  similar  to  those  performed  by  the  ^®*^**°"- 
Amortization  Section.  Where  complicated  ques- 
tions of  inventories  are  involved,  the  returns 
are  referred  to  the  inventory  experts,  who  re- 
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turn  the  case  to  the  original  section  with  a 
report  of  their  findings.  Claims  under  Section 
214  (a)  12  (a)  of  the  Revenue  Act  of  1918  for 
deductions  on  account  of  shrinkage  in  inven- 
tory values  are  also  referred  to  this  section. 

The  Consolidated  Returns  Subdivision  han- 
dles all  returns  covering  cases  where  two  or 
more  companies  are  affiliated  in  accordance  with 
the  requirements  set  forth  in  Section  240  of 
the  Revenue  Act  of  1918  and  Articles  77  and  78 
of  Regulations  41  for  1917,  and  determines  the 
propriety  of  filing  a  consolidated  return  where 
claim  is  made  that  two  or  more  corporations 
are  so  affiliated. 

Returns  in  this  subdivision  are  first  routed  to 
the  Affiliations  Section,  where  it  is  determined 
whether  all  the  companies  included  in  a  con- 
solidated return  come  fully  within  the  require- 
ments of  consolidation. 

From  the  Affiliations  Section,  the  returns  are 
routed  to  one  of  the  four  audit  sections.  A,  B, 
C  or  D,  depending  upon  the  nature  of  the  busi- 
ness of  the  corporations  involved. 

Audit  Sections  A,  B,  C  and  D,  in  the  event 
that  the  cases  under  review  have  claimed  amor- 
tization, or  have  unusual  inventory  problems, 
refer  such  questions  to  the  section  specializing 
in  those  features  of  the  law. 

Audit  Section  B  of  the  Consolidated  Returns 
Subdivision  co-operates  with  the  Natural  Re- 
sources Subdivision,  whose  engineers  determine 
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mineral  valuations   and  depletion  deductions 
allowable. 

The  Travel  Audit  Section  is  composed  of  Travel 
traveling  auditors  who  make  field  investiga-  section 
tions  of  affiliated  companies  and  have  their 
headquarters  at  Washington.  They  work  inde- 
pendently of  the  field  force,  who  are  under  the 
Revenue  Agents  in  charge  at  the  various  dis- 
trict offices.  Their  reports  are  audited  by  the 
resident  auditors  in  the  Consolidated  Returns 
Subdivision  and  assessments  based  upon  their 
findings  emanate  from  that  subdivision. 

The  Administration  Section  has  charge  of  all  Administra- 
the  clerical  work  in  connection  with  the  various  section, 
sections  of  this  subdivision,  such  as  filing  re- 
turns, routing  letters,  and  similar  duties. 

The  Consolidated  Returns  Subdivision  has  a  Consulting 
Consulting  Staff,  composed  of  three  auditors,  * 
to  which  the  Chief  of  the  subdivision  has  dele- 
gated his  authority  to  hold  conferences  with 
taxpayers,  investigate  the  merits  of  their 
claims  or  protests,  and  recommend  adjust- 
ments of  assessments  in  meritorious  cases. 
They  also  act  in  an  advisory  capacity  and  assist 
the  auditors  in  the  various  audit  sections  of  the 
subdivision  in  the  solution  of  any  intricate  ques- 
tions involved  in  the  examination  of  the  returns 
under  review. 

The  Natural  Resources  Subdivision  has  the  Natural 
difficult  task  of  determining  the  valuation  of  sub!"^""^^ 
natural  resources  and  the  rates  of  depletion  division. 
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allowable  as  a  deduction  from  income  in  the 
various  cases  under  review. 

The  personnel  of  all  of  the  valuation  sections 
under  this  subdivision  is  made  up  of  engineers, 
the  majority  of  whom  have  made  a  special  study 
of  some  particular  natural  resource  such  as 
coal,  copper  or  timber,  etc.  By  means  of  the 
data  filed  by  the  taxpayers  and  their  familiarity 
with  the  natural  deposits  in  various  sections  of 
the  country,  they  are  enabled  to  decide  the 
merits  or  demerits  of  a  taxpayer's  valuation 
claim. 

The  Audit  Section  reviews  all  returns  cover- 
ing natural  resources  with  the  exception  of 
those  of  affiliated  companies.  Both  the  Audit 
Section  and  the  Consolidated  Returns  Subdivi- 
sion rely  upon  the  valuation  engineers  to  deter- 
mine the  invested  capital  value  and  depletion 
allowance  properly  allowable  in  natural  re- 
source cases. 

The  Review  Division  is  divided  into  three 
sections  as  follows : 

( 1 )  Claims  Section— IT :  E :  CL 

(2)  Audit  Review— IT:  R:RA 

(3)  Rules  and  Regulations— IT :  R :  RR 

The  Claims  Section  passes  upon  all  claims 
for  abatement,  refund  or  credit  except  those  in- 
volving consolidated  returns;  adjusts  legacy 
and  other  special  tax  cases  where  a  knowledge 
of  older  and  less  familiar  laws  is  required,  re- 
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views  all  claims  adjusted  in  the  Unit  and  routes 
them  to  the  Returns  Control  Section,  Adminis- 
tration Division,  for  record  and  disposition. 

The  Audit  Review  Section  is  composed  of  Audit 
auditors  who  make  test  audits  of  the  work  of  the  Section, 
various  sections,  after  the  A-2  letters  are  pre- 
pared, but  before  they  are  mailed.  The  purpose 
of  this  review  is  to  standardize  the  auditing 
procedure  of  all  the  sections  as  well  as  the  ap- 
plication of  the  law  and  regulations  for  the 
Income  Tax  Unit  as  a  whole. 

The  Rules  and  Regulations  Section  performs  Rules  and 
the  service  of  answering  all  taxpayers '  inquiries  feft^orf *°"^ 
in  connection  with  the  application  and  inter- 
pretation of  the  various  sections  in  the  Revenue 
Acts  and  articles  in  the  Regulations.  All  ques- 
tions involving  extensions  for  filing  returns  are 
submitted  to  this  section  for  approval.  It  is 
advisable  to  address  requests  for  rulings  to 
the  Commissioner  of  Internal  Revenue  in  Wash- 
ington, D.  C,  instead  of  to  local  Collectors,  as 
rulings  made  by  Collectors  or  Revenue  Agents 
are  subject  to  approval  by  the  Commissioner. 

The  Statistical  Division  is  divided  into  the  Statistical 

following  sections :  Division. 

(1)  Compilation  and  Analysis— IT :  ST :  CA 

(2)  Tabulation  and  Sorting— IT :  ST :  TS 

(3)  Edit  and  Code— IT :  ST :  EC 

(4)  Card  Punch- IT :  ST :  CP 

(5)  Research— IT :  ST :  R 
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The  various  sections  of  the  Statistical  Divi- 
sion tabulate  the  information  shown  on  the  re- 
turn, analyze  and  classify  this  information  and 
prepare  interesting  statistics  showing  the  rela- 
tive earnings  of  the  various  industries  and  pro- 
fessions, and  collect  other  valuable  information 
for  sundry  purposes. 

The  Research  Section  selects  returns  of  rep- 
resentative taxpayers  and  prepares  special  sta- 
tistics for  use  in  the  administration  of  Section 
210  of  the  Revenue  Act  of  1917  and  Sections 
327  and  328  of  the  Revenue  Act  of  1918. 

The  Deputy  Commissioner  harmonizes  the 
work  in  the  various  divisions  by  having  the 
Executive  Committee,  which  is  composed  of  the 
heads  of  the  divisions,  meet  with  him  and  dis- 
cuss their  problems  about  once  a  week. 

The  head  of  each  division  periodically  calls 
a  meeting  of  all  subdivision  and  section  chiefs 
and  informs  them  of  any  change  of  policy  de- 
cided upon  by  the  Executive  Committee,  and  the 
chiefs  present  such  problems  for  discussion  as 
they  see  fit. 

The  chief  of  each  subdivision  and  section 
similarly  calls  meetings  of  sub-chiefs  and  sec- 
tion unit  auditors.  Each^  section  is  divided 
into  units  of  four  or  more  auditors  with  a  sec- 
tion unit  auditor  in  charge  of  each  group. 
These  sub-chiefs  and  section  unit  auditors  in 
turn  give  the  men  under  them  their  instructions. 
By  means  of  this  system  of  meetings,  the  Dep- 
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uty  Commissioner  keeps  in  constant  touch  with 
the  entire  organization. 

2.    Mechanical  Features  of  Handling  Returns 

It  is  of  utmost  importance  to  taxpayers  to  fa- 
miliarize themselves  with  the  modtts  operandi 
of  the  Bureau  with  respect  to  the  handling  of 
returns  for  the  reason  that  usually  considerable 
time  and,  in  a  good  many  cases,  money  may  be 
saved. 

The  routine  of  returns  under  the  Revenue  Return 
Act  of  1918  begins  with  the  filing  of  the  return  collector's 
in  the  Collector's  office  and  the  payment  of  the  office, 
first  installment  of  taxes.    The  other  three  in- 
stallments are  due  at  intervals  of  three  months 
thereafter ;  or  the  tax  may,  at  the  option  of  the 
taxpayer,  be  paid  in  a  single  payment  on  or 
before  the  time  for  filing  the  return.    An  un- 
conditional extension  of  time  for  filing  a  return  Payments 
will  postpone  the  date  of  payment  of  the  first  Collector, 
installment,  but  will  not  postpone  the  date  of 
payment  of  the  other  installments,  unless  so 
specified  in  each  case.    Upon  failure  to  pay  an 
installment  on  time,  all  of  the  tax  remaining 
unpaid  becomes  due  and  payable  upon  notice 
and  demand  by  the  Collector. 

Upon  recomputation  of  the  tax,  as  the  result  Recompu- 
of  audit  of  the  return  by  the  Bureau,  if  the  tax°"° 
amount  already  paid  exceeds  the  correct  amount 
of  the  installment  or  of  the  whole  tax,  the  ex- 
cess is  credited  against  subsequent  installments 
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or  may  be  claimed  as  a  credit  by  the  taxpayer 
against  other  similar  taxes  then  due  from  the 
taxpayer,  or  may  be  claimed  as  a  refund.  If 
the  amount  already  paid  is  less  than  that  which 
should  have  been  paid,  the  difference,  to  the 
extent  not  covered  by  any  credits  then  due  to 
the  taxpayer  under  Section  252  of  the  1918 
Statute,  is  payable  upon  notice  and  demand  by 
the  Collector.  (See  Section  252  of  the  Revenue 
Act  of  1918  and  Articles  1034-1036  of  Regula- 
tions 45  Revised.) 

Where  the  time  for  payment  of  any  install- 
ment of  the  tax  is  postponed  at  the  request  of 
the  taxpayer,  interest  at  the  rate  of  6  per  cent 
per  annum  is  added  from  the  original  due  date. 
(See  Article  1003,  Regulations  45.) 

In  the  case  of  rejected  claims  for  abatement 
of  taxes  assessed  under  Revenue  Acts  prior  to 
the  Revenue  Act  of  1918,  interest  is  collectible 
at  the  rate  of  1  per  cent  per  month ;  but  in  the 
case  of  the  rejection  of  claims  for  abatement 
of  taxes  assessed  under  the  Act  of  1918  interest 
is  collectible  at  the  rate  of  6  per  cent  per  annum, 
except  in  the  case  of  disallowed  claims  for  in- 
ventory losses,  in  which  case  the  interest  rate 
is  12  per  cent  per  annum. 

Penalties  for  delinquencies  in  filing  returns 
are  imposed.  It  is  therefore  advisable  that  tax- 
payers write  in  advance,  or  telegraph,  to  the 
Commissioner  of  Internal  Revenue,  Washing- 
ton, D.  C,  stating  the  reasons  why  an  extension 
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should  be  granted  for  the  filing  of  returns.  If 
such  reasons  are  acceptable  to  the  Commis- 
sioner an  extension  is  granted.  In  the  past  the 
Bureau  has  been  considerate  in  the  handling  of 
extensions.  Of  course,  abuse  of  such  liberality 
may  lead  to  stricter  procedure. 

Penalties  for  failure  to  file  returns,  for  un- 
derstating tax  liability  and  non-payment  of  tax 
are  fully  covered  in  the  regulations  and  supple- 
mental decisions. 

If  a  corporation  in  process  of  dissolution  in  case  of 
does  not  reserve  sufficient  funds  to  pay  any  in-  company, 
come  tax  assessed  agdinst  it,  the  liability  for  tax  attaches 
the  amount  of  tax  remaining  unpaid  attaches  holders.' 
to  the  individual  stockholders  and,  if  necessary, 
legal  proceedings   may  be   instituted   against 
them  for  collection  of  the  tax. 

"When  the  taxpayer  makes  his  payment  of  Receipts 
taxes,  it  is  advisable  to  obtain  a  signed  receipt. 
This,  together  with  the  canceled  check,  should 
be  kept  carefully  for  future  reference.  In  case 
evidence  as  to  the  payment  of  taxes  is  required 
a  typed  copy  should  be  furnished  of  both  the 
canceled  check  and  receipt.  It  is  sometimes 
better  to  furnish  such  evidence  in  the  form  of 
a ' '  photo  stat. ' ' 

In  some  of  the  Collectors'  offices,  because  of 
the  simultaneous  filing  of  a  large  number  of 
returns  and  because  of  the  inadequate  number 
of  clerks,  errors  are  liable  to  occur  and  in  a 
good  many  instances  taxpayers  have  been  in- 
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convenienced  considerably  because  they  did  not 
retain  their  original  receipts. 

The  Collector  makes  daily  deposits  of  the 
taxes  received  and  indicates  on  each  return  the 
amount  of  taxes  paid.  He  places  the  amount  of 
taxes  due  on  a  list  which  is  forwarded  to  the 
Commissioner  of  Internal  Revenue. 

After  the  returns  are  listed  they  are  for- 
warded to  the  Commissioner  of  Internal  Rev- 
enue at  Washington,  D.  C,  where  they  are  sent 
to  the  Proving  Section. 

This  section  checks  the  returns  against  the 
assessment  list  and  proves  the  amount  sup- 
posed to  have  been  paid.  The  returns  then  go 
to  the  Statistical  Division,  where  they  are  coded 
and  certain  statistical  information  taken  there- 
from. Prom  there  they  are  routed  to  the  Re- 
turns Control  Section.  This  section  checks 
them  against  its  block  list.  They  are  then  coded 
and  carded  according  to  the  library  code  sys- 
tem. The  cards  are  then  verified  with  the  re- 
turns. The  returns  then  go  to  the  general  files 
and  the  cards  are  also  filed.  When  the  returns 
are  assigned  to  the  audit  sections,  they  are 
routed  by  the  General  Files  Section  to  the  Re- 
turns Control  Section  and  from  there  to  the 
proper  audit  section.  If  any  returns  are  trans- 
ferred from  one  audit  section  to  another,  they 
go  through  the  Returns  Control  Section  in  order 
that  a  proper  record  of  the  movements  of  re- 
turns may  be  kept. 
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After  the  returns  are  assigned  for  audit,  the  Returns 
resident  auditor  decides  into  which  of  the  fol-  section^^'* 
lowing  classifications  the  case  falls : 
(a)  No  additional  tax; 

(&)  Overassessment  or  additional  tax  on  basis  of 
office  audit; 

(c)  Requiring  field  audit; 

(d)  Requiring  consideration  by  another  section 

or  subdivision. 

"No  additional  tax"  cases  are  placed  in  the  "Noaddi- 
dead  file.    These  returns  may,  however,  be  re-   cases." 
ferred  to  some  time  in  the  future. 

In  cases  showing  overassessment  or  addi- 
tional tax  on  the  basis  of  an  office  audit  an  A-2  ' 
letter  is  prepared  notifying  the  taxpayer  re- 
garding the  findings  of  the  Bureau.  No  tax- 
payer should  neglect  to  pay  attention  to  such  a 
letter  and  either  explain  disputed  questions  by 
letter  or  arrange  for  an  immediate  conference 
in  Washington  so  that  any  erroneous  assump- 
tion or  conclusion  by  the  Bureau  may  be  re- 
moved and  thereby  avoid  an  assessment  which 
may  work  a  hardship  on  the  taxpayer.     It  is 

customary  for  the  Bureau  to  give  the  taxpayer  "Additional 

tax  "  cases 

30  days  from  the  date  of  the  A-2  letter  to  pre- 
sent such  facts  as  may  warrant  an  adjustment 
or  withdrawal  of  the  contemplated  assessment. 
Once  the  assessment  is  on  the  list  and  for- 
warded to  the  Collector  the  only  remedy  lies  in 
the  filing  of  a  claim  in  abatement,  which  may 
prove  an  expensive  procedure  because  it  is  op- 
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tional  with  the  Collector  whether  or  not  to  ac- 
cept a  claim  in  abatement  unless  it  is  supported 
by  a  bond  which,  depending  upon  the  rates  in 
each  particular  locality,  may  mean  a  premium 
as  high  as  8  per  cent  of  the  face  value  of  the 
bond  furnished. 

Audits  requiring  a  field  examination  act  as 
an  automatic  alarm  clock  to  the  taxpayer,  for 
the  revenue  agent  is  supposed  to  leave  with  the 
taxpayer  a  report  of  adjustments  made  by  him 
which  will  enable  the  taxpayer  to  prepare  a 
brief  contesting  any  points  in  dispute  and  to 
arrange  for  a  conference  before  an  A-2  letter  is 
Cases  re-  received.  Whenever  the  Revenue  Agent  re- 
fiei?audit.  fuses  to  leave  a  report  of  his  findings,  the  mat- 
ter should  be  taken  up  immediately  with  both 
the  local  Revenue  Agent  in  Charge  and  the 
Commissioner  of  Internal  Revenue  in  Wash- 
ington, D.  C. 

It  usually  takes  about  a  month  before  the 
Revenue  Agent's  report  reaches  the  resident 
auditor's  desk  in  Washington  and  about  an- 
other month  before  the  A-2  letter  is  written.  If 
the  taxpayer  takes  immediate  action  he  will 
surely  have  sufficient  time  to  submit  the  facts 
to  the  Bureau  so  as  to  clear  away  any  erro- 
neous conclusions  which  may  have  been  reached 
by  the  investigator  and  which  the  taxpayer  has 
been  unable  to  dissipate  in  conference  with  the 
Revenue  Agent  during  the  course  of  the  exami- 
nation. 
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The  fourth  classification,  cases  requiring  con- 
sideration by  another  section  or  subdivision, 
does  not  affect  the  process  of  the  audit  as  far 
as  the  taxpayer  is  concerned,  and  for  this  reason 
it  does  not  need  any  discussion. 

What  happens  to  the  A-2  letter?  Unless  the  Assessment 
taxpayer  writes  to  the  Department  within  30  A^-IVtter. 
days  from  the  date  of  the  A-2  letter,  or  arranges 
for  a  conference  and  files  a  brief  3  to  10  days 
before  the  conference  takes  place,  which  is  usu- 
ally scheduled  within  30  days  from  the  date 
of  the  A-2  letter,  the  ^-2  letter  is  released  to 
the  Proving  Section  of  the  Administration 
Division,  where  the  amount  of  additional  tax 
shown  thereon  is  listed.  The  Collector  of  each 
district  receives  a  list  monthly  and  as  soon  as 
possible  sends  out  notices  of  assessment  and 
demand  for  payment.  Payment  must  be  made 
within  ten  days  from  date  of  such  notice.  If 
such  payment  is  not  made,  collection  may  be 
effected  by  distraint. 

If  no  action  is  taken  by  the  taxpayer  within 
the  30  days'  grace,  and  the  assessment  takes 
its  usual  course,  it  will  ordinarily  take  about 
sixty  days  from  the  date  of  the  A-2  letter  before 
notice  of  assessment  and  demand  for  payment 
is  given  by  the  local  Collector. 

In  extremely  meritorious  cases  and  under  Collector 
exceptional  circumstances  the  Bureau  will  pre-  Saimfor 
pare  on  the  basis  of  facts  submitted  revised  A-2  abatement, 
letters,  before  notice  of  assessment  reaches  the 
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Taxpayer 
may  file 
claim  in 
abatement. 


Claims  for 
refund. 


Collector,  with  instructions  to  the  Collector  to 
file  claim  for  abatement  of  the  amount  of  the 
assessment  erroneously  made.  However,  tax- 
payers should  under  all  circumstances  present 
their  case  before  the  expiration  of  30  days  from 
the  date  of  the  A-2  letter,  if  they  wish  to  avoid 
**red  tape"  and  technicalities. 

If  the  taxpayer  has  failed  to  take  any  action 
before  notice  and  demand  for  payment  has  been 
received,  he  has  the  privilege  of  filing  with  the 
Collector  of  Internal  Revenue  in  his  district  a 
claim  for  abatement  of  the  assessment  (or  part 
thereof),  if  he  is  of  the  opinion  that  such  assess- 
ment (in  whole  or  in  part)  was  erroneously 
made.  As  stated  before,  this  procedure  may 
involve  expenses  which,  in  the  case  of  large 
assessments,  may  reach  considerable  sums. 

Claims  for  refund  have  been  filed  by  many 
taxpayers  who  have  erroneously  paid  taxes  in 
excess  of  what  they  owed  the  Grovernment. 
Such  claims  may  be  changed  into  claims  for 
credit  and  deducted  from  the  next  installment 
of  taxes  due.  In  this  connection  see  Article 
1035,  Regulations  45  Revised. 

Taxpayers  usually  find  it  more  advantageous, 
where  there  are  taxes  due  the  Government,  to 
file  claims  for  credit  instead  of  claims  for  re- 
fund, which  are  usually  used  only  where  there 
is  no  prospect  of  future  liability  for  taxes  to 
the  Government,  or  where  the  taxpayer  is  not 
sure  of  his  ground. 
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The  administrative  mechanics  of  the  Bureau 
are  not  complicated,  but  in  many  cases  it  is 
necessary  to  be  thoroughly  conversant  with  the 
details  involved  in  these  procedures  so  that 
the  taxpayer  may  avoid  unnecessary  expense, 
inconvenience  and  embarrassment. 

It  may  be  stated  here  that  in  the  case  of  con-  Allocation 
solidated  returns  the  Commissioner  prefers  the  affiliated 
parent   or  principal  company  to   assume  the  companies, 
entire  tax  liability  and  make   any  necessary 
adjustments    with    the    subsidiary    company 
through    intercompany    bookkeeping    entries. 
"Whenever  an  affiliated  group  files  its  return  on    ^ 
Form  1120,  the  subsidiaries  are  required  to  file 
Form  1122  in  the  offices  of  the  Collectors  of 
their  respective  districts. 

Where  the  parent  or  principal  reporting  com- 
pany allocates  to  itself  the  entire  tax  due  on 
the  basis  of  the  consolidated  return,  Form  1122 
for  the  subsidiary  should  indicate  no  tax  due, 
regardless  of  what  adjustments  may  be  made 
on  the  books  of  the  different  companies  with 
respect  to  such  taxes.  This  procedure  may 
avoid  a  great  deal  of  inconvenience. 

A  claim  for  credit  for  taxes  paid  in  excess  Claims  for 
of  the  amount  due  by  one  of  the  companies  of  credit  in"^ 
a  consolidated  group  cannot  be  used  to  offset  ^f.^®°!^^' 
additional  tax  due  from  one  of  the  other  compa-  companies, 
nies  of  the  group.     The  claim  for  credit  may 
be  applied  merely  against  the  outstanding  as- 
sessment of  tax  of  the  particular  company  filing 
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the  claim.     If  the  over-payment  is  in  excess 
of  the  outstanding  assessment,  a  claim  for  re- 
fund of  the  overpayment  in  excess  of  the  out- 
standing assessment  may  be  filed. 
Commis-  It  should  be  borne  in  mind  by  the  taxpayer 

sioncr's  •      •  •  a     •' 

power  to  re-  that  the  Commissioner  has  authority  to  refund 

fund  taxes     ^  tax  only  in  a  case  where  a  claim  has  been  filed 

limited  by  i  ■  i    •  i  -,  .  .     . 

the  statutes,  which  IS  not  barred  by  any  time  limitations  m 

any  of  the  Revenue  laws  or  where  the  taxpayer 
has  a  legal  right  to  file  a  claim  for  the  refund 
of  the  tax. 
Suits  for  A  taxpayer  cannot  bring  suit  for  recovery 

taxes.**'^^  °  ^^  taxes  paid  under  protest  until  an  appeal  by 
a  claim  for  credit  or  refund  shall  have  been 
duly  made  to  the  Commissioner  and  a  deci- 
sion of  the  Commissioner  has  been  had  thereon, 
unless  such  decision  has  been  delayed  more  than 
six  months.  No  suit  or  action  may  be  brought 
after  two  years  from  the  time  cause  of  action 
accrued.  No  suit  for  the  purpose  of  restrain- 
ing the  assessment  or  collection  of  any  tax  can 
be  maintained  in  any  court. 

The  organization  and  routine  as  outlined  in 
the  foregoing  and  in  Chapter  I  are  as  they 
exist  at  the  time  of  writing  this  book.  It  is 
to  be  noted,  however,  that  from  time  to  time 
there  are  changes  in  organization  and  trans- 
fers of  functions  from  one  division  or  section 
to  another  or  others  in  the  Unit. 
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CHAPTER  III 

PERTAINING   TO   TAXABLE    NET   INCOME 

1.    Gross   Profit   on    Sales — 2.    Miscellaneous   Income — 3.    De- 
ductions from  Income 

Net  income  for  income  tax  purposes  is  not 
necessarily  the  same  as  that  known  to  the  busi- 
ness man,  or  that  to  which  an  accountant  would 
certify,  but  is  that  defined  by  the  various  income 
tax  statutes  and  consists  of  certain  items  of  in- 
come less  certain  deductions  all  of  which  are 
set  forth  in  the  several  statutes.  In  the  case  of 
trading,  manufacturing  and  similar  businesses, 
the  determination  of  the  correct  gross  profit  on 
sales  is  an  essential  element  in  the  ascertain- 
ment of  net  income  for  tax  purposes. 

I.    Gross  Profit  on  Sales 

By  gross  profit  on  sales  is  meant  the  differ- 
ence between  gross  sales  (less  returns  and  al- 
lowances) and  the  cost  of  sales.  In  the  case 
of  a  trading  concern  the  cost  of  sales  would  con- 
sist of  the  purchases  of  the  year,  plus  the  inven- 
tories at  the  beginning  of  the  year,  less  the  in- 
ventories at  the  close  of  the  year.  Manufac- 
turers differ  in  their  methods  of  arriving  at 
the  cost  of  sales,  some  including  items  embrac- 
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ing  not  only  the  material  and  productive  labor 
cost,  but  certain  overhead  expenses. 

Sales.  The  Internal  Revenue  Agent  at  the  outset  of 

his  investigations  often  directs  his  attention  to 
the  gross  profit  on  sales,  and  the  taxpayer 
should  be  in  readiness  to  afford  him  every  as- 
sistance in  mastering  the  details  of  the  method 
in  use  in  computing  the  cost  of  sales.  If  there 
have  been  any  offsetting  entries  or  corrections 
in  the  sales  account,  they  should  be  fully  ex- 
plained, otherwise  the  examiner,  in  making  tests 
of  the  postings  and  entries  in  the  sales  account, 
may  draw  erroneous  conclusions.  In  order  to 
verify  the  correctness  of  sales  as  recorded,  it 
is  sometimes  desirable  to  reconcile  the  quanti- 
ties sold  with  inventories  at  the  beginning  of 
the  period,  plus  the  units  purchased  or  pro- 
duced, less  the  inventories  on  hand  at  the  close 
of  the  period.  Some  concerns  check  their  ship- 
ping memoranda  with  the  sales  books,  tak- 
ing care  to  strike  out  any  items  shipped  after 
the  date  of  the  closing  of  the  books.  Others 
keep  no  separate  sales  accounts,  but  rely  on 
their  merchandise  account  to  show  the  figures 
necessary  for  computing  sales,  and  in  order  to 
verify  the  correctness  of  this  account  test  the 
postings  indicating  returns,  allowances  for 
trade  discounts,  allowances  on  sales  and  out- 
ward freight. 

Purchases.  It  is  important  that  the  purchases  be  cor- 
rectly recorded.    It  might  be  desirable  for  the 
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taxpayer,  before  preparing  his  return,  to  verify 
his  total  purchases  by  comparing  the  totals  of 
the  invoice  journal  or  voucher  register  with 
those  of  the  merchandise  or  inventory  account. 
Care  should  be  taken  not  to  include  in  these  ac- 
counts items  which  represent  distributions  of 
profits  made  possibly  in  the  form  of  commis- 
sions, salaries,  etc. 

The  methods  of  various  concerns  in  compihng  inven- 
inventories  differ  greatly,  due  to  choice  and  the  ^°^^^^' 
wide  diversity  of  physical  material.     The  fol- 
lowing points  are  of  interest  in  connection  with 
inventories: 

(1)  Beginning  of  the  Period. — The  inven- 
tory as  shown  in  the  books  should  be  carried 
over  correctly  from  the  previous  period  and 
should  agree  with  the  amount  reported  by  the 
taxpayer  as  the  closing  inventory  on  the  pre- 
vious year's  return. 

(2)  End  of  the  Period.— The  total  of  the  in- 
ventory for  the  end  of  the  period  should  agree 
with  the  inventory  credited  to  the  merchandise 
or  profit  and  loss  account. 

(3)  Reconciliation  with  Balance  Sheet  Fig- 
ures.— The  inventories  used  in  arriving  at  cost 
of  sales  should  be  reconciled  with  those  shown 
on  the  balance  sheets  at  the  beginning  and  end 
of  the  year  submitted  with  the  income  or  profits 
tax  returns. 

(4)  Basis  for  Inventory. — Prior  to  the  close 
of  the  taxable  year  1917,  the  Bureau  permitted 
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inventories  to  be  taken  only  on  the  basis  of  cost. 
Beginning  with  the  close  of  the  taxable  year 
1917,  inventories  were  permitted  to  be  priced 
on  the  basis  of  **cost,"  or  *'cost  or  market, 
whichever  is  lower." 

(5)  Checking  Inventory. — Many  concerns 
have  employees,  who  are  sometimes  careless  or 
incompetent,  assist  in  taking  the  inventories,  so 
that  discrepancies  of  various  kinds  occur,  which 
occasionally  result  in  large  errors.  It  is  there- 
fore important  to  make  sure  that  the  inventory 
is  as  accurate  as  it  may  reasonably  be  made. 

Executives  of  large  concerns,  or  their  chief 
accounting  oiBficers,  in  order  to  satisfy  them- 
selves as  to  the  reliability  of  the  inventory  fig- 
ures, usually  employ  certain  checks,  among 
which  are  the  following: 

Select  items  in  the  inventory  for  the  end  of 
the  year  and  compare  the  prices  with  the  inven- 
tory prices  of  similar  items  at  the  beginning  of 
the  year,  making  sure  a  satisfactory  reason 
exists  for  any  differences  or  discrepancies  dis- 
closed; ascertain  fully  what  any  *4ump"  sum 
adjustments  applied  to  the  totals  of  classes  or 
groups  or  to  the  grand  total  represent;  test 
the  accuracy  of  the  footings  of  various  sheets, 
the  transfer  of  totals  from  one  sheet  to  another 
and  the  accuracy  of  prices  applied  to  large 
items;  compare  the  totals  of  inventories  with 
those  of  preceding  years  and  note  {a)  the  ratio 
of  each  inventory  to  the  sales  of  the  preceding 
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year,  (b)  the  quantity  increases  or  decreases 
as  distinct  from  value  increases  or  decreases, 
(c)  prices  as  compared  with  invoices,  and  (d) 
the  rate  of  gross  profit  on  sales  for  the  year 
under  review  and  for  several  preceding  years. 

(6)  Inventories  of  Dealers  m  Securities. — ^A 
taxpayer  is  not  allowed  to  employ  the  method 
of  averaging  the  cost  prices  of  securities  as  the 
basis  for  inventory,  nor  is  he  permitted  to  in- 
clude in  the  inventories  that  are  used  as  bases 
for  determining  ''cost  of  sales"  any  securities 
purchased  for  investment.  (Article  1585,  Reg- 
ulations 45.) 

In  the  case  of  dealers  in  securities,  it  is  some- 
times necessary  to  test  at  least  half  of  the  items 
in  the  inventory  to  be  assured  of  the  correctness 
of  prices  and  their  conformity  with  the  basis 
adopted  for  inventory  purposes.  The  Bureau 
will  no  doubt  want  to  know  whether  the  basis 
on  which  the  inventory  is  taken  is  in  accordance 
with  the  established  custom  of  the  concern,  or 
represents  a  change. 

(7)  Inventory  Practices. — Taxpayers  are  re- 
quired to  file  sworn  inventory  forms  with  their 
returns.  Items  considered  as  selling  or  admin- 
istrative expenses  should  not  be  included  in  fac- 
tory overhead  charges.  If  the  taxpayer  claims 
losses  in  inventories  and  from  rebates  as  per- 
mitted in  Section  214  of  the  Revenue  Act  of 
1918,  he  should  guard  against  reporting  as 
losses  any  items  due  to  rebates  on  sales  unless 
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the  profits  from  such  sales  have  been  reported 
as  income  in  the  1918  return.  Losses  from 
waste  or  shrinkage  due  to  handling  the  com- 
modity in  certain  lines  of  business  cannot  be 
claimed  under  this  section,  as  such  items  will 
automatically  adjust  themselves  in  the  compu- 
tations of  the  cost  of  goods  sold. 

Under  Regulations  45  taxpayers  were  per- 
mitted to  exercise  their  option  commencing  with 
the  close  of  the  taxable  year  1918  in  pricing  in- 
ventories at  **cost"  or  ''cost  or  market,  which- 
ever is  lower"  but  with  the  provision  that  the 
method  selected  would  have  to  be  followed  in 
succeeding  years.  A  recent  Treasury  Decision, 
however,  authorizes  taxpayers  who  previously 
exercised  their  option  of  reporting  inventories 
at  ''cost"  to  change  to  "cost  or  market,  which- 
ever is  lower"  for  the  taxable  year  1920,  but 
with  the  provision  that  the  method  of  ' '  cost  or 
market,  whichever  is  lower"  if  adopted  would 
have  to  be  followed  in  the  future,  unless  permis- 
sion to  change  is  obtained  from  the  Conunis- 
sioner  of  Internal  Revenue.  As  cost  figures 
were  higher  than  market  prices  at  the  close  of 
1920  in  a  great  many  businesses,  this  decision 
afforded  many  taxpayers  considerable  relief  in 
permitting  them  to  anticipate  losses  which 
would  occur  in  the  succeeding  year  or  years. 
Article  1584  of  Regulations  45  Revised,  dealing 
with  market  values,  has  been  revised,  allowing 
the  current  bid  price  prevailing  at  the  date  of 
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the  inventory  to  be  used  in  the  cases  of  {a) 
goods  purchased  and  on  hand,  (h)  basic  ele- 
ments of  cost  (materials,  labor  and  burden)  in 
goods  in  process  of  manufacture,  and  (c)  fin- 
ished goods  on  hand;  however,  goods  on  hand 
or  in  process  of  manufacture  for  delivery  upon 
firm  sales  contracts  at  fixed  prices  entered  into 
before  the  date  of  the  inventory  must  be  inven- 
toried at  cost. 

If  the  taxpayer  is  a  manufacturer  who  main- 
tains an  adequate  system  of  cost  accounts,  he 
should  avoid  including  such  items  as  selling  ex- 
penses, interest  on  plant,  or  interest  on  other 
investments  in  inventory  figures.  Adequate 
systems  will  greatly  facilitate  the  work  of  the 
Agent,  particularly  in  passing  upon  the  adopted 
method  of  taking  inventory.  The  Agent  will  no 
doubt  be  interested  in  determining  whether  (a) 
the  articles  in  the  inventory  are  assumed  to  be 
those  most  recently  purchased,  (b)  the  goods 
can  be  identified  by  specific  lot  numbers,  in- 
voices or  other  definite  records  of  quantities  and 
prices,  (c)  any  system  of  average  prices  is  used, 
as  when  purchases  are  added  to  the  inventory 
at  the  beginning  of  the  year  and  the  resultant 
average  price  obtained  applied  to  the  inventory 
at  the  end  of  the  year,  and  (d)  the  inventory 
prices  are  based  upon  selling  prices,  minus  arbi- 
trary percentages,  to  arrive  at  an  estimated 
cost. 

Taxpayers  who  use  the  perpetual  inventory 
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system  should  be  prepared  to  indicate  exactly 
what  adjustments  were  made  when  the  physical 
inventory  was  taken,  or,  if  none  was  taken, 
whether  the  cost  of  goods  sold  was  computed 
on  the  basis  of  the  cost  as  shown  in  the  stock 
records. 

The  Revenue  Act  of  1918  contains  no  specific 
requirements  as  to  the  basis  upon  which  inven- 
tories shall  be  taken,  other  than  that  inventories 
shall  be  taken  ''upon  such  basis  as  the  Commis- 
sioner, with  the  approval  of  the  Secretary,  may 
prescribe  as  conforming  as  nearly  as  may  be  to 
the  best  accounting  practice  in  the  trade  or  busi- 
ness and  as  most  clearly  reflecting  the  income." 
However,  only  two  general  bases  of  inven- 
tory-taking applicable  to  all  businesses  have 
been  approved,  to  wit:  (a)  Cost,  and  (b)  cost  or 
market,  whichever  is  lower.  Where  cost  prices 
are  used  in  either  (a)  or  (b)  the  Bureau  of 
Internal  Revenue  has  generally  held  that  goods 
taken  into  the  inventory  which  have  been  so 
intermingled  that  they  canuot  be  identified  with 
specific  invoices  are  to  be  considered  as  the 
goods  most  recently  purchased.  The  Bureau 
has,  however,  in  particular  and  meritorious 
cases,  permitted  deviations  from  its  rigid  gen- 
eral rules  of  inventory-taking. 

Some  of  the  bases  of  inventory-taking  in 
considerable  use,  but  to  which  the  Commissioner 
has  not  given  his  general  approval,  are  the 
following:  (a)  Deducting  from  the  inventory  a 
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reserve  for  price  changes,  (b)  taking  work  in 
process,  or  other  parts  of  the  inventory,  at  a 
nominal  price  or  at  less  than  its  proper  value, 
(c)  omitting  portions  of  the  stock  on  hand,  (d) 
using  a  constant  price  or  nominal  value  for  a 
so-called  normal  quantity  of  materials  or  goods 
in  stock,  (e)  including  stock  in  transit,  either 
shipped  to  or  from  taxpayer,  the  title  of  which 
is  not  vested  in  taxpayer,  (/)  using  a  constant, 
an  average,  or  a  nominal  price,  (g)  average 
cost,  (h)  market  price  applied  to  all  items  re- 
gardless of  cost. 

The  principal  elements  entering  into  the  cost  Cost  of 
of  manufacturing  or  otherwise  producing  goods  ^^"or^*"*^' 
are  labor,  materials  and  supplies,  and  overhead  otherwise 

1        ^  producing 

or  burden.  |oods. 

(1)  Labor. — The  taxpayer  cannot  include  in 
the  amounts  paid  for  labor  any  bonuses  disal- 
lowed by  Article  138,  Regulations  33  Revised, 
and  Article  107,  Regulations  45  Revised.  In  all 
probability  the  examiner  will  not  wish  to  exten- 
sively verify  rates,  extensions  or  footings  of 
payrolls,  but  the  taxpayer  as  a  rule  is  called 
upon  for  an  explanation  of  any  adjustment  of 
appreciable  amount  as  applied  to  the  totals  of 
classes  or  groups,  or  to  the  grand  total.  In 
verifying  labor  cost  several  tests  of  the  total 
weekly  or  monthly  charges  for  labor  in  the 
books,  by  reference  to  the  payrolls,  may  be 
made. 

(2)  Cost  of  Materials  and  Supplies. — The 
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Regulations  stipulate  that  cost  of  materials  and 
supplies  used  in  operations  and  maintenance 
may  be  deducted  to  the  extent  that  they 
are  actually  used  or  consumed.  Properly 
taken  inventories  are  a  means  of  arriving  at 
the  amounts  deductible.  In  the  case  of  supplies, 
where  inventories  are  not  taken,  it  is  permis- 
sible for  the  taxpayer  to  take  as  a  deduction  the 
cost  of  the  supplies  purchased  during  the  pe- 
riod, provided  this  procedure  will  correctly  re- 
flect the  net  income. 

(3)  Overhead  or  Burden. — The  methods  of 
distributing  overhead  and  the  expenses  included 
therein  vary  greatly.  Any  recognized  account- 
ing method  may  be  used,  provided  it  reflects 
the  true  taxable  income. 

Some  cost  systems  include  as  overhead  items 
which  are  not  deductible  under  the  law  or  regu- 
lations, as,  for  example,  interest  on  capital  in- 
vested in  the  business  which  under  certain  cost 
systems  is  included  in  arriving  at  the  machine 
hour  rates  in  each  department,  thus  becoming  a 
part  of  the  cost  of  production  and  inflating  cost 
of  goods  sold  and  inventories  on  hand.  Care 
should  be  taken  to  eliminate  all  such  items  from 
the  overhead,  for  income  tax  purposes. 

It  is  also  important  to  make  sure  that  the  ex- 
penses included  as  a  part  of  cost  of  goods  sold 
are  not  again  taken  as  a  deduction  under  the 
separate  items  of  expense  called  for  on  the  re- 
turn. 
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2.    Miscellaneous  Income 

The  taxpayer  may  be  requested  to  provide  Income 
copies  of  royalty  agreements  for  the  examiner 's  renSis 
use  in  verifying  the  amount  of  income  from  royalties, 
royalties.     In  this  connection  it  is  important 
to  determine  whether  any  affiliations  between 
the   taxpayer   and   parties   from  whom   rents 
and  royalties  are  received  are  of  such  a  nature 
as  to  call  for  a  consolidated  return. 

The  examiner  often  analyzes  the  interest  ac-  income 
count,  especially  when  the  interest  received  and  interest, 
the  interest  expense  are  included  in  the  same 
account.  This  step  is  made  necessary  by  the 
requirement  on  the  return  form  that  these  items 
be  shown  separately.  The  amount  of  interest 
allowable  as  a  deduction  from  gross  income  in 
1917  is  limited  in  amount  by  Article  180  of 
Regulations  33.  Under  the  Revenue  Act  of 
1918,  domestic  corporations  may  deduct  all  in- 
terest paid  or  accrued  within  the  taxable  year 
on  indebtedness,  except  on  indebtedness  in- 
curred or  continued  to  purchase  or  carry  obli- 
gations or  securities  (other  than  obligations  of 
the  United  States  issued  after  September  24, 
1917),  the  interest  upon  which  is  wholly  exempt 
from  income  tax. 

All  the  issues  of  Liberty  Loan  bonds,  also 
Victory  notes,  are  exempt  both  as  to  principal 
and  interest  from  all  taxation  imposed  by 
the  United  States,  any  state  or  any  of  the  pos- 
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sessions  of  the  United  States,  or  local  taxing 
authority  in  the  United  States,  except  Federal 
estate  or  inheritance  taxes  and  Federal  gradu- 
ated additional  income  taxes,  such  as  surtaxes, 
excess  profits  and  war  profits  taxes,  upon 
the  incomes  or  profits  of  individuals,  partner- 
ships, associations  or  corporations.  Therefore, 
the  interest  received  from  any  of  the  above  is- 
sues should  be  eliminated  from  the  income  sub- 
ject to  the  normal  rates  of  tax. 

In  cases  where  a  bank  purchases  United 
States  Government  bonds  in  excess  of  subscrip- 
tions by  customers,  such  bonds  are  to  be  re- 
garded as  the  property  of  the  bank.  The  in- 
terest on  such  bonds  is  taxable  income  to  the 
bank  only  to  the  extent  provided  in  the  Liberty 
Loan  acts  and  supplements  thereto.  On  the 
other  hand,  interest  on  bonds  subscribed  to  by 
customers  on  which  no  default  has  occurred 
must  not  be  considered  income  to  the  bank; 
however,  interest  received  by  a  bank  from  its 
customers  on  account  of  bonds  carried  for  the 
customers  is  taxable  income  to  the  bank,  being 
in  reality  interest  on  money  loaned  to  cus- 
tomers. 

If  the  taxpayer  holds  a  large  amount  of  secu- 
rities of  various  corporations  he  will  find  that 
a  schedule  setting  forth  the  following  data 
will  be  of  help  to  him  in  preparing  his  return 
and  to  the  Agent  in  making  his  examination: 
(a)  Date  of  purchase,  (b)  name  of  security,  (c) 
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nature  of  security,  (d)  par  value  held,  (e)  de- 
nomination of  shares,  (/)  number  of  shares  or 
bonds  held,  (g)  investment  in  each  security  as 
shown  in  the  books,  (h)  amounts  paid  for  the 
investment,  (i)  interest  or  dividend  rate,  (j) 
dates  when  interest  or  dividends  are  payable, 
(k)  amount  of  interest  or  dividend  income,  and 
(0  if  disposed  of  during  the  taxable  year,  date 
of  disposition,  amount  realized,  and  profit  or 
loss  resulting  therefrom. 

In  the  case  of  income  from  dividends  received 
from  a  foreign  corporation  having  taxable  in- 
come from  sources  within  the  United  States, 
Regulations  33  and  41  for  1917  hold  that,  for  the 
purpose  of  the  war  income  tax  of  4  per  cent  and 
the  excess  profits  tax  for  1917,  the  same  propor- 
tion of  the  dividends  received  from  the  foreign 
corporation  as  the  net  income  of  such  corpora- 
tion from  sources  within  the  United  States  is 
of  its  entire  net  income,  is  not  taxable. 

For  1918  and  subsequent  years,  the  Bureau 
has  held  that  income  from  dividends  received 
from  a  foreign  corporation  having  taxable 
income  from  sources  within  the  United  States, 
however  small  such  income  may  be,  is  subject 
to  neither  the  normal  tax  nor  the  profits  taxes. 

As  the  Revenue  Acts  of  1917  and  1918  are 
practically  identical  with  reference  to  dividends 
from  foreign  corporations,  in  the  opinion  of  the 
author  the  ruling  with  reference  to  1918  divi- 
dends should  also  apply  to  the  year  1917,  since 
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the  Bureau  has  held  consistently  that  the  most 
recent  rulings  supersede  all  previous  rulings 
provided  there  is  no  material  difference  in  the 
provisions  of  the  tax  laws  of  prior  years  upon 
the  points  in  question. 

Dividends,  whether  from  domestic  or  foreign 
corporations,  received  in  1917,  but  paid  out  of 
earnings  prior  to  1917,  and  subsequent  to 
March  1,  1913,  are  taxable  at  the  rates  in 
effect  for  the  years  when  the  earnings  were 
accumulated.  Dividends  from  foreign  corpo- 
rations having  no  income  from  sources  within 
the  United  States  received  in  1917  and  paid  out 
of  earnings  accumulated  in  1917  are  subject  to 
all  rates  of  tax  in  effect  for  1917.  Dividends 
from  foreign  corporations  having  no  income 
from  sources  within  the  United  States  received 
in  1918  and  subsequent  years  and  paid  out  of 
earnings  accumulated  since  March  1,  1913,  are 
subject  to  all  rates  of  tax  in  effect  for  the  years 
in  which  such  dividends  are  received. 

If  the  taxpayer  has  reported  stock  dividends 
as  income,  an  amended  return  and  a  claim  for 
refund  or  credit  may  be  filed  for  overpayment 
of  tax,  unless  such  claim  is  outlawed  under  the 
time  limitation  of  the  Revenue  laws.  (See  Sec- 
tion 252  of  the  Revenue  Act  of  1918.) 

Concerns  engaged  in  contracting  operations 
who  have  uncompleted  contracts  which  in  some 
cases  run  for  periods  of  several  years  have  the 
option  of  reporting  net  income  from  these  long- 
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term  contracts  on  either  of  the  following  two 
bases:  (a)  On  the  basis  of  completed  work,  that 
is,  on  jobs  which  have  been  finally  completed, 
the  net  income  is  reported  in  the  year  in  which 
the  work  is  completed.  When  this  method  is 
used  all  expenditures  made  on  account  of  such 
completed  contracts  are  taken  as  deductions 
from  gross  income  in  the  year  the  completed 
contracts  are  reported  and  expenditures  on  un- 
completed contracts  are  not  deductible.  (6) 
On  the  basis  of  the  estimated  percentage  of 
completion,  that  is,  the  income  to  be  returned 
each  year  during  the  performance  of  a  contract 
is  computed  upon  the  basis  of  expenses  in- 
curred on  such  contract  during  the  year;  e.  g., 
if  one-half  of  the  estimated  expenses  necessary 
to  the  full  performance  of  the  contract  are  in- 
curred during  the  year,  one-half  of  the  gross 
contract  price  should  be  returned  as  income  for 
that  year.  Upon  the  completion  of  the  contract 
if  it  is  found  that  the  apportionment  of  income 
of  any  year  or  years  has  been  overstated  or 
understated,  the  taxpayer  should  file  amended 
returns  for  such  year  or  years.  Whichever  of 
the  above  methods  is  adopted  will  have  to  be 
followed  consistently  in  subsequent  years. 

Wlien  the  taxpayer  has  income  to  report  aris-  income 
ing  from  the  sale  of  a  capital  asset,  he  should  be  ^^9}^  t^« 
able  to  furnish  the  Agent  the  following  infor-   capital 
mation:  (1)  Description  of  asset  sold,  (2)  the   *®^**' 
proceeds  from  the  sale,  (3)  cost  of  the  asset,  (4) 
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year  acquired,  (5)  if  acquired  prior  to  March 
1,  1913,  its  fair  market  value  on  that  date  with 
a  full  description  as  to  the  manner  in  which 
this  value  was  determined,  and  (6)  depreciation 
or  depletion  actually  incurred  and  the  amount 
deducted  in  income  tax  returns  of  the  company 
on  account  of  the  property  in  question  since 
March  1, 1913,  or  since  the  date  of  acquisition  if 
acquired  after  March  1, 1913. 

If  upon  checking  the  depreciation  or  deple- 
tion charged  off  on  capital  assets  it  is  found  that 
an  insufficient  amount  has  been  taken,  the  exam- 
iner usually  makes  the  necessary  adjustments 
and  increases  the  income  reported  from  the 
sale,  or  in  the  case  of  excessive  depreciation  or 
depletion  adjusts  the  income  from  the  sale  of 
the  asset  accordingly. 

In  sales  of  personal  property  on  the  install- 
ment plan,  whether  or  not  title  remains  in  the 
vendor  until  the  property  is  fully  paid  for,  the 
income  to  be  returned  by  the  vendor  will  be  that 
proportion  of  each  installment  payment  which 
the  gross  profit  to  be  realized  when  the  prop- 
erty is  paid  for  bears  to  the  gross  contract 
price.  For  instance,  in  a  certain  case  where  a 
stockholder  of  a  corporation  sold  some  of  his 
stock  to  employees  of  the  company  for  a  consid- 
eration of  10  per  cent  cash  and  the  balance  in 
installment  notes  covering  a  period  of  ten  years, 
the  Bureau  held  that  that  proportion  of  each 
installment  payment  received  during  the  tax- 
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able  year  which  the  gross  profit  to  be  realized 
bore  to  the  gross  contract  price  should  be  re- 
ported as  income  for  the  year  in  which  pay- 
ments were  received. 

It  has  been  held  by  the  Bureau  in  a  certain 
case  where  the  stockholders  of  a  corporation 
sold  their  shares  in  the  corporation  for  a  price 
in  excess  of  cost  and  received  a  cash  payment 
not  in  excess  of  20  per  cent  of  the  -total  price, 
the  purchasers  having  agreed  to  pay  the  balance 
in  a  number  of  semi-annual  installments  and  de- 
posit collateral  with  trustees  as  security  for  the 
faithful  performance  of  the  contract,  the  trans- 
action was  not  an  installment  sale  within  the 
meaning  of  Article  42,  Regulations  45.  The  en- 
tire consideration  involved  in  the  sale  had  to  be 
treated  as  the  equivalent  of  cash  in  the  year 
when  the  sale  was  consummated. 

In  a  case  similar  to  the  above,  with  the  excep- 
tion that  the  notes  of  the  buyers  could  not  be 
discounted  or  sold  on  account  of  lack  of  credit 
of  the  buyers,  such  notes  were  not  regarded  as 
the  equivalent  of  cash  and  the  vendors  were 
permitted  to  report  as  their  income  only  a  por- 
tion of  the  total  profit  based  on  the  payment 
actually  received  in  each  year.  It  can  readily 
be  seen  from  the  above  citations  that  each  case 
is  decided  by  the  Bureau  on  its  individual 
merits. 

When  reporting  income  from  a  branch  at  a  Income 
net  figure,  the  taxpayer  would  facilitate  the  tramches 
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audit  by  furnishing  the  Agent  with  an  analysis 
showing  the  nature  and  amount  of  the  gross  in- 
come from  the  branch  in  question,  as  well  as  the 
nature  and  amount  of  expenses  applicable 
thereto. 

Article  542,  Regulations  45,  states  that  a  pre^ 
mium  received  on  the  sale  of  a  corporation's 
capital  stock  is  not  income  to  the  corporation, 
nor  is  any  discount  on  such  sale  a  loss.  Sales 
of  the  corporation's  capital  stock  are  considered 
capital  transactions  and  the  proceeds  of  such 
sales  are  treated  as  capital  and  do  not  consti- 
tute income  of  the  corporation;  the  same  prin- 
ciple is  followed  by  the  Bureau  for  the  taxable 
year  1917  and  prior  years. 

Article  544,  Regulations  45,  states  that  if 
bonds  are  issued  at  a  premium,  the  net  amount 
of  such  premium  is  gain  or  income  which  should 
be  prorated  or  amortized  over  the  life  of  the 
bonds  and  if  the  bonds  are  issued  at  a  discount, 
the  discount  is  deductible  as  interest  but  should 
be  amortized  over  the  life  of  the  bonds. 

Occasionally  the  method  of  handling  pre- 
mium and  discount  on  the  sale  of  capital  stock 
is  confused  with  the  method  of  handling  pre- 
mium and  discount  on  the  sale  of  bonds,  which 
naturally  results  in  erroneous  deductions  and 
erroneous  taxable  income. 

A  careful  check  of  all  credits  made  during  the 
year  to  investment  accounts  in  which  are  in- 
cluded any  stocks  of  other  corporations,  some- 
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times  reveals  that  so-called  liquidation  divi- 
dends were  received.  Article  1548,  Regulations 
45,  indicates  that  liquidation  dividends  may 
result  in  taxable  income  or  deductible  loss. 
Taxpayers  very  often  have  disregarded  this 
provision  in  the  preparation  of  their  returns. 

3.    Deductions  from  Income 

In  case  officers '  salaries  figure  largely  among  Compensa- 
the   business    expenses,    the    taxpayer   would  services 
strengthen  his  case  materially  and  also  expedite  rendered, 
the  work  of  the  examiijer  by  preparing  a  list  of 
officers  connected  with  the  company  for  all  years 
beginning  with  1916,  and  on  this  list  showing 
separately  the  amount  of  salaries,  bonuses  or 
other  compensation  paid  them  and  the  number 
of  shares  of  stock  owned  or  controlled  by  them, 
both  common  and  preferred,  and  the  reason  for 
any  increases  in  salaries.    If  any  bonuses  were 
paid,  the  Agent  will  probably  wish  to  ascer- 
tain the  basis  upon  which  they  were  computed 
in  the  taxable  as  well  as  in  prior  years. 

Where  an  examiner  is  inclined  to  think  sal- 
aries excessive,  the  taxpayer  might  give  in  de- 
tail the  nature  and  duties  of  the  several  officers 
involved,  indicating  the  amount  of  time  devoted 
to  the  business  and  the  proportionate  amount  of 
time  and  attention  the  officer  directs  to  any 
other  enterprises  with  which  he  may  be  con- 
nected. Article  105,  Regulations  45,  provides 
that  **  payments  on  a  contingent  basis  are  not 
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to  be  treated  fundamentally  on  any  basis  dif- 
ferent from  that  applying  to  compensation  at  a 
flat  rate." 

In  certain  cases  where  contracts  were  made 
on  contingent  bases  prior  to  the  taxable  year 
as  the  result  of  free  bargaining  between  the 
taxpayer  and  employees,  even  though  in  the 
actual  working  out  of  the  contract  the  compen- 
sation may  have  been  greater  than  the  amount 
which  was  ordinarily  paid,  the  Bureau  has  al- 
lowed such  amounts  as  deductions. 

The  Bureau  has  in  certain  instances  per- 
mitted deductions  from  gross  income  on  account 
of  payments  as  compensation  made  under  a 
''tantieme"  plan,  even  though  such  payments 
appeared  to  be  excessive,  on  the  ground  that 
the  arrangement  of  payment  under  the  particu- 
lar ''tantieme"  plan  was  entered  into  before 
the  taxable  year  in  good  faith  and  as  the  result 
of  reasonable  business  procedure. 

The  compensation,  whatever  the  basis,  to  be 
deductible  from  gross  income,  must  of  course 
be  for  services  rendered,  and  must  be  reason- 
able in  amount.  What  is  reasonable  depends 
upon  the  circumstances  of  the  particular  case. 
Where  compensation  takes  the  form  of  a  per- 
centage of  the  net  profits  of  a  corporation,  such 
compensation  is  deductible  from  gross  income, 
if  the  payment  is  made  solely  for  services  ren- 
dered and  in  accordance  with  an  arrangement 
or  understanding  entered  into  in  good  faith. 
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Payments  made  as  compensation  for  services 
rendered,  which  under  proper  accounting  pro- 
cedure should  be  capitalized,  are  not  deductible 
as  expenses.  Thus  commissions  which  are  paid 
for  underwriting  the  capital  stock  of  a  corpo- 
ration are  not  deductible  from  gross  income. 
The  taxpayer  should,  therefore,  not  include  such 
commissions  among  ''labor,  wages,  commis- 
sions, etc.,"  in  determining  net  income  for  in- 
come tax  purposes. 

Incidental  repairs  or  those  required  to  keep  Repairs 
the  property  in  an  efficient  operating  condition  placements, 
are  expenditures  for  which  a  proper  reserve 
for  depreciation  does  not  necessarily  provide 
and  therefore  are  allowable  as  deductions  in  ad- 
dition to  the  amount  charged  off  for  the  depre- 
ciation of  the  property.  Many  concerns  charge 
all  their  repairs,  both  incidental  and  heavy,  to 
their  repairs  and  replacement  account,  which 
procedure  necessitates  that  the  account  be 
analyzed  and  items  segregated  as  between  inci- 
dental repairs  and  repairs  in  the  nature  of  re- 
placements. 

Repairs  in  the  nature  of  replacements  should 
not  be  included  as  deductions  from  income,  as 
they  prolong  the  life  of  the  property  and  arrest 
deterioration.  The  cost  of  such  repairs  should 
be  charged  against  the  depreciation  reserve. 

The  Bureau  of  Internal  Revenue  has,  how- 
ever, in  certain  cases,  where  the  accounting  sys- 
tem of  the  corporation  did  not  provide  for  de- 
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preciation,  permitted  replacements  to  be  taken 
as  a  deduction  from  gross  income. 

Additions  and  betterments  to  property  are 
not  allowable  as  deductions  in  arriving  at  net 
income,  and  the  taxpayer  is  required  to  capital- 
ize such  expenditures  by  charging  them  to  the 
asset  accounts  as  an  increase  in  those  assets. 

Where  new  property  represents  an  improve- 
ment or  betterment,  as  well  as  a  replacement  of 
property  which  was  in  existence,  the  usual  rule 
is  to  capitalize  the  cost  of  such  new  property, 
while  the  cost  of  the  property  replaced,  less  the 
depreciation  which  may  have  occurred  in  prior 
years,  is  treated  as  a  deduction. 

Most  concerns  charge  their  advertising  ex- 
penses to  a  special  account  or  to  the  general  ex- 
pense account  and  write  them  off  at  the  end  of 
the  year  to  profit  and  loss.  Other  concerns  cap- 
italize their  expenditures  for  advertising  and 
consider  the  payments  as  amounts  paid  for 
goodwill.  Either  method  is  acceptable,  pro- 
vided the  taxpayer  consistently  follows  the 
method  adopted.  Expenses  incurred  in  adver- 
tising and  promoting  the  sale  of  Liberty  bonds 
and  war  savings  stamps  over  a  corporation's 
name  are  deductible. 

Donations  by  individuals  are  deductible  with- 
in certain  limitations,  but  if  the  taxpayer  is  a 
corporation,  they  are  deductible  only  when  made 
for  purposes  connected  with  the  operation  of 
its  property  and  limited  to  charitable  institu- 
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tions,  hospitals  or  educational  organizations 
conducted  for  the  benefit  of,  or  which  are  of 
direct  benefit  to,  its  employees  or  their  depend- 
ents. The  taxpayer,  therefore,  should  make 
sure  that  the  donations  taken  as  deductions 
come  within  the  provisions  of  the  regulations, 
as  the  Bureau  generally  applies  the  5  per  cent 
negligence  penalty  to  erroneous  deductions  of 
this  nature. 

Donations  made  to  employees  and  others, 
which  do  not  have  in  them  the  element  of  com- 
pensation or  are  in  excess  of  reasonable  com- 
pensation for  services,  are  considered  gratui- 
ties and  are  not  allowable  deductions  from  gross 
income. 

Pensions  are  allowable  deductions  when  paid  Pensions, 
to  retired  employees  or  to  their  families  or  to 
others  dependent  upon  them.  The  amount  of 
salary  of  an  officer  or  employee  paid  for  a  lim- 
ited period  after  his  death  to  his  widow  or  chil- 
dren in  recognition  of  services  rendered  by  such 
officer  or  employee  is  deductible. 

Amounts  paid  into  pension  funds  for  the  ben- 
efit of  employees  may  not  be  deducted  until 
actually  paid  to  the  employees  if  such  pension 
funds  are  under  the  control  of  the  taxpayer. 
Amounts  paid  by  a  corporation  into  a  pension 
trust  fund  which  is  separate  and  distinct  from 
the  corporation,  as  an  irrevocable  trust  fund 
for  the  benefit  of  employees,  are  deductible. 

The  taxpayer  should  include  in  the  miscella- 
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neous  expense  account  only  items  of  a  nature 
which  cannot  be  included  in  specific  classifica- 
tions. The  Bureau  or  its  field  examiners,  as  a 
rule,  require  taxpayers  to  furnish  an  analysis 
of  this  account.  Many  taxpayers  have,  through 
error,  included  in  the  miscellaneous  expense  ac- 
count Federal  income  and  profits  taxes,  expen- 
ditures for  betterments,  furniture,  fixtures, 
equipment,  etc.,  and  in  some  instances  dona- 
tions. Although  the  charges  to  this  account  are 
often  very  numerous  it  is  advisable  for  the  tax- 
payer to  make  an  examination  of  the  account  in 
order  to  make  sure  that  non-deductible  items 
have  not  been  taken  as  deductions  from  income. 

The  regulations  specifically  provide  that  de- 
ductions for  losses  must  represent  losses  actu- 
ally sustained  and  properly  charged  off  during 
the  year,  through  closed  and  completed  trans- 
actions, and  which  losses  are  not  compensated 
by  insurance  or  otherwise.  There  are  certain 
losses  which  may  have  been  recorded  on  the 
books  of  the  taxpayer  and  also  taken  as  deduc- 
tions on  the  return,  but  which  are  nevertheless 
not  deductible,  as,  for  example,  shrinkage  in  the 
value  of  securities  when  the  taxpayer  is  not  a 
dealer  in  securities. 

Article  261  of  Regulations  45  Revised  per- 
mits deductions  from  net  income  for  the  tax- 
able year  1918  for  losses  resulting  (a)  from  ma- 
terial reductions  (not  due  to  temporary  fluctu- 
ations) after  the  close  of  the  taxable  year  1918 
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of  the  values  of  inventories  for  such  taxable 
year,  and  (b)  from  actual  payments  after  the 
close  of  the  taxable  year  1918  of  rebates  in  pur- 
suance of  contracts  entered  into  during  such 
year  upon  sales  made  during  such  year.  The 
taxable  year  of  the  taxpayer,  whether  calendar 
or  fiscal,  is  meant  in  every  case.  Such  deduc- 
tions may  not  be  taken  directly  on  the  return ; 
they  may,  however,  be  secured  by  two  methods ; 
viz.,  by  a  claim  in  abatement  or  by  a  claim  for 
refund. 

The  Bureau  has  ruled  that  claims  for  losses 
in  inventories  of  the  taxable  year  1918  are  to 
embrace  all  items  of  the  taxpayer's  invento- 
ries so  that  gains  in  any  sales  will  be  offset  by 
losses  in  others.  If  the  final  result  shows  a 
net  gain  as  the  result  of  all  inventory  items  sold, 
no  claim  for  loss  in  any  particular  item  or  items 
will  be  allowed.  "Temporary  fluctuation,"  as 
used  in  the  statute,  means  a  fluctuation  in  prices 
which  does  not  develop  into  a  steady  market. 

Rebates  paid  after  the  close  of  the  taxable 
year  1918,  other  than  those  paid  in  pursuance 
of  contracts  entered  into  during  such  year  upon 
sales  made  during  such  year,  are  not  allowable 
claims  under  Article  261. 

In  fixing  the  cost  of  manufactured  articles  Loss  of 
inventoried,  no  claim  should  be  made  for  the  p"ofiJ^^*^^ 
loss  of  an  anticipated  profit  on  labor  or  mate- 
rial used  in  producing  the  article. 

The  loss  due  to  voluntary  removal  or  demo- 
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Removal  of  lition  of  buildings,  incident  to  renewals  and 
»ngs.  replacements,  is  usually  deductible  from  gross 
income  in  the  sum  representing  the  difference 
between  the  depreciated  original  cost,  or  the 
fair  market  value  as  of  March  1, 1913,  if  owned 
on  that  date,  less  accrued  depreciation  thereon 
to  date  of  removal,  and  salvage  value ;  but  when 
a  taxpayer  buys  real  estate  upon  which  is  lo- 
cated a  building  which  he  razes  with  a  view 
to  erecting  another  building  on  the  site,  it  is 
considered  that  the  taxpayer  has  sustained 
no  deductible  loss  or  deductible  expense  on 
account  of  cost  of  removal,  as  the  value  of  the 
land  purchased  is  presumed  to  be  equal  to  the 
purchase  price  of  the  land  and  building,  plus 
the  cost  of  removing  the  old  building. 

"Where  a  taxpayer  wishes  to  claim  amounts 
for  bad  debts  it  would  be  advisable  to  make  full, 
complete  and  final  entries  for  all  such  claims. 
Such  loss  on  bad  debts  should  be  credited  to  the 
accounts  or  notes  receivable  accounts  and 
charged  off  to  profit  and  loss  or  to  the  reserve 
for  bad  debts  which  has  been  set  up.  Often  tax- 
payers claim  the  total  amount  reserved  for 
bad  debts  as  a  deduction,  which  deduction  is 
entirely  proper  if  it  represents  bad  debts  writ- 
ten off  the  books  and  it  can  be  shown  conclu- 
sively that  all  the  debts  represented  by  the  re- 
serve were  actually  determined  to  be  worthless 
in  the  taxable  year. 

Where  loss  from  fire,  floods,  etc.,  is  claimed, 
60 


)       Bad  debts. 


TAXABLE  NET  INCOME 

care  should  be  taken  to  deduct  from  the  amount  Losses  from 
of  loss  any  insurance  received  in  arriving  J[^'  °°  ^' 
at  the  sum  claimed  as  a  deduction  in  the  tax- 
payer's return.  A  taxpayer  would  expedite 
the  audit  of  his  returns  if  he  would  present  for 
the  examiner's  inspection  any  substantiating 
documents  relating  to  the  claims. 

Insurance  charges  are  usually  found  in  a  spe-  Insurance, 
cial  account  or  in  the  general  expense  account, 
and  may  be  recorded  by  one  of  the  following 
methods : 

(1)  Expense  of  the  Year. — The  total  amount  paid 
for  insurance  may  be  charged  as  an  expense  of  the 
year  and  may  constitute  premiums  paid  in  advance 
covering  several  years,  usually  three  for  fire  insurance. 
Such  payments,  unless  for  insurance  of  a  kind  specifi- 
cally excepted  by  the  Regulations,  are  allowable  de- 
ductions only  to  the  extent  of  the  premiums  covering 
insurance  of  the  taxable  year,  if  the  system  of  ac- 
counting employed  is  not  that  of  cash  receipts  and 
disbursements. 

(2)  Prorated  to  Years. — The  charges  for  insurance 
may  be  prorated  to  the  years  to  which  they  belong  by 
charging  the  payments  for  premiums  to  an  "insur- 
ance paid  in  advance ' '  account  and  transferring  from 
this  account  periodically  the  amounts  of  the  expired 
premiums  to  the  insurance  (expense)  account. 

The  taxpayer  may  not  deduct  from  his  gross 
income,  premiums  paid  on  life  insurance  pol- 
icies covering  the  lives  of  officers,  employees 
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or  those  financially  interested  in  any  trade  or 
business  conducted  by  the  taxpayer,  except 
when  such  premiums  are  paid  purely  as  reason- 
able additional  compensation  to  the  employee,  in 
which  case  the  employee  is  required  to  report 
such  premiums  as  income  in  his  own  return. 

A  creditor  may  deduct  as  an  expense  the 
amount  of  premiums  paid  for  life  insurance 
taken  out  by  him  to  cover  loans  to  the  debtor, 
but  the  premium  will  cease  as  an  allowable  de- 
duction upon  maturity  of  the  loan. 

The  taxpayer  should  note  that  organization 
expenses  are  not  deductible  as  legal  or  other  ex- 
pense. The  total  amount  paid  for  legal  expense 
is  usually  shown  in  a  special  account,  but  some- 
times is  included  in  the  general  expense  ac- 
count. Large  fees,  which  appear  to  be  exces- 
sive, will  call  for  an  investigation  on  the  part 
of  the  examiner,  unless  proper  data  and  ex- 
planations are  at  hand.  Legal  expense  with 
respect  to  the  taking  out  of  patents  or  copy- 
rights may,  at  the  option  of  the  taxpayer,  be 
capitalized  as  cost  of  patents  or  copyrights, 
or  taken  as  a  deduction. 

Expenditures  for  additions  and  betterments 
on  leased  property  should  be  prorated  over  the 
life  of  the  lease.  They  should  not  be  charged 
in  total  as  a  deduction  from  the  income  of  the 
year  in  which  they  were  made,  as  only  that  por- 
tion of  the  expenditures  applicable  to  the  tax- 
able year  may  be  deducted.    In  case  the  life  of 
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the  addition  or  betterment  is  less  than  the  life  of 
the  lease,  such  addition  or  betterment  should 
not  be  prorated  over  the  duration  of  the  lease, 
but  over  the  life  of  the  betterment  itself. 
(See  Treasury  Decision  2442.)  In  accordance 
with  a  recent  court  decision,  buildings  or  im- 
provements erected  on  leased  property  are  in- 
come to  the  lessor  at  the  date  of  completion,  if 
such  buildings  or  improvements  are  not  subject 
to  removal  by  the  lessee,  to  the  extent  of  the  fair 
market  value  of  such  buildings  or  improvements 
with  due  regard  to  the  terms  of  the  lease.  The 
net  income  in  such  a  case  is  ordinarily  arrived 
at  by  taking  the  difference  between  the  value  of 
the  land  free  from  lease  without  such  improve- 
ments, and  the  value  of  the  land  subject  to 
the  lease  with  such  improvements.  If  the  lease 
is  subsequently  terminated  for  any  reason 
other  than  the  purchase  of  the  lease  by  the 
lessor  so  that  the  lessor  comes  into  possession 
and  control  of  the  property  prior  to  the  time 
originally  fixed  for  the  termination  of  the 
lease,  the  lessor  receives  taxable  income  for  the 
year  in  which  the  lease  was  so  terminated  to 
the  extent  of  the  difference  between  the  fair 
market  value  of  such  buildings  and  improve- 
ments at  that  time  and  the  fair  market  value 
of  the  buildings  and  improvements  subject  to 
the  lease  when  title  passed  to  the  lessor  and 
such  property  became  part  of  the  realty. 
The  ordinary  expenses  of  salesmen  or  em- 
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ployees  while  traveling  for  the  company  may 
be  taken  as  a  deduction  from  income  by  the 
taxpayer,  provided  the  amount  claimed  rep- 
resents money  spent  and  not  balances  in  the 
hands  of  the  travelers.  Instances  are  rare 
where  directors  or  other  ofl&cers  of  a  company 
have,  under  the  guise  of  traveling  expenses, 
received  a  share  of  the  profits  or  com- 
pensation, but  in  the  event  any  large  items  ap- 
pear among  these  charges,  the  taxpayer  should 
be  in  a  position  to  explain  them  satisfactorily 
to  the  examiner.  It  is  advisable,  when  possible, 
to  have  signed  receipts  and  vouchers  support- 
ing expenditures  of  this  nature. 

Losses  arising  out  of  payments  for  damages 
are  limited  to  transactions  closed  in  the  tax- 
able year.  The  taxpayer  should  substantiate 
his  claims  for  loss,  especially  when  they  result 
from  litigation,  by  documentary  evidence  for 
the  examiner's  inspection. 

A  taxpayer  who  claims  loss  from  the  sale  of 
assets  purchased  prior  to  March  1,  1913,  should 
ascertain  the  value  as  of  that  date  of  the  assets 
sold  and  present  the  data  with  respect  to  the 
loss  in  a  manner  similar  to  that  used  where  such 
a  sale  results  in  income. 

Under  certain  conditions,  the  regulations  per- 
mit a  corporation  in  its  return  to  treat  as  a  de- 
duction losses  resulting  from  the  purchase  of  its 
own  bonds  at  a  price  above  par.  Before  mak- 
ing this  deduction,  a  taxpayer  should  read  very 
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carefully  the  regulations  relating  to  this  sub- 
ject, which  are  found  in  Articles  152  and  153, 
Eegulations  33  Revised,  and  Articles  544,  563 
and  848,  Regulations  45  Revised. 

The  allowance  for  depreciation  is  based  upon  Deprecia- 
the  cost  of  the  depreciable  property  in  question 
to  the  taxpayer  (or  the  March  1,  1913,  value  of 
such  property  in  the  event  that  it  was  acquired 
prior  to  this  date)  and  the  estimated  life  of  the 
property.  There  is  no  particular  method  pre- 
scribed by  the  Bureau  of  Internal  Revenue 
which  must  be  followed  in  computing  the  de- 
preciation allowance.  The  usual  practice  of 
taxpayers,  however,  has  been  to  follow  the 
** straight  line"  method  of  depreciation,  that 
is,  the  cost  or  March  1,  1913,  value  of  the  prop- 
erty, less  its  salvage  value  is  written  off  in 
equal  annual  installments.  Where  depreciable 
property  is  acquired  by  a  corporation  by  the 
issue  of  its  capital  stock,  the  sum  upon  which 
depreciation  is  to  be  based  is  the  fair  market 
value  of  the  property  at  the  date  of  acquisition, 
or  the  March  1,  1913,  value  of  such  property  if 
acquired  prior  to  March  1,  1913.  Taxpayers 
are  permitted  under  certain  circumstances  to 
revise  their  rates  of  depreciation.  Where  such 
a  revision  is  made  the  taxpayer  should  be  pre- 
pared to  give  full  explanation  of  the  reasons 
therefor  to  the  Bureau  or  its  representatives. 

There  will  be  instances  when  an  Agent  will  Factors 
think  that  a  taxpayer  has  used  rates  that  are  rates**"^ 
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excessive  in  view  of  the  nature  of  the  property. 
If  such  a  situation  arises,  the  taxpayer  should 
furnish  the  examiner  with  his  reasons  for  the 
belief  that  his  property  is  subject  to  abnormal 
depreciation.  Some  of  the  conditions  under 
which  abnormal  depreciation  may  result  and 
an  abnormal  rate  be  claimed  are  the  following : 

(1)  If  the  taxpayer  has  machinery  which  he  is 
operating  for  a  period  longer  than  the  normal  running 
time,  as,  for  example,  a  machine  shop  which  he  is 
operating  three  shifts  of  eight  hours  each — that  is, 
running  his  machinery  continuously — an  abnormal 
rate  of  depreciation  would  result. 

(2)  If  the  class  of  artisan,  mechanic  or  operator  of 
the  machinery  is  considerably  below  standard,  an 
abnormal  rate  of  depreciation  may  exist  on  account  of 
the  lack  of  care  exercised  by  the  operator. 

(3)  Special  climatic  conditions  may  be  causes  of 
abnormal  depreciation. 

In  some  cases  a  taxpayer  may  take  a  larger 
deduction  for  depreciation  in  1918  than  in  pre- 
vious years,  because  of  the  fact  that  Section 
214  of  the  Revenue  Act  of  1918  allows  as  a 
proper  deduction  "a  reasonable  allowance  for 
the  exhaustion,  wear  and  tear  of  property  used 
in  the  trade  or  business,  including  a  reasonable 
allowance  for  obsolescence."  Obsolescence 
prior  to  1918  was  not  allowed  as  a  deduction. 

Each  taxpayer  is  usually  a  good  judge  as  to 
the  life  of  his  property  and  the  amount  of  de- 
preciation that  should  be  charged  off,  and  the 
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examiner  gives  due  consideration  to  the  views 
of  the  taxpayer  in  this  matter. 

Depreciation  allowances  may  be  deducted  on 
both  tangible  and  intangible  property  which 
gradually  approaches  a  point  where  its  useful- 
ness in  the  trade  or  business  is  exhausted.  The 
allowance  is  restricted  to  property  used  in  the 
trade  or  business;  therefore  depreciation  on 
buildings  and  furniture  or  fixtures  used  by  a 
taxpayer  solely  for  his  personal  use  is  not  al- 
lowable as  a  deduction. 

Fluctuations  in  the  market  value  of  property 
are  not  allowed  to  be  taken  as  depreciation  de- 
ductions from  gross  income.  Such  fluctuations 
may  result  in  losses  when  realized  upon  the 
sale,  abandonment,  or  other  disposition  of  the 
property. 

There  are  certain  expenditures  such  as  for  Taxpayers' 
designing,  drawings,  patterns  and  experimen-  °P*^°"^- 
tal  work  which  may  at  the  option  of  the  tax- 
payers be  taken  as  deductions  from  gross  in- 
come for  the  taxable  year  in  which  they  are 
incurred,  or  they  may  be  capitalized.  If  the 
period  of  usefulness  of  any  such  asset  may  be 
estimated  with  reasonable  accuracy,  deprecia- 
tion allowances  may  be  spread  over  such  es- 
timated period  subject  to  the  approval  of  the 
Commissioner.  It  is  also  optional  with  the  tax- 
payer subject  to  the  approval  of  the  Commis- 
sioner whether  the  cost  ibr  value  of  mining 
property,  including  plant  and  equipment,  ores 
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and  minerals  and  additions  to  capital  account 
not  charged  to  expense,  shall  be  recovered  at  a 
rate  established  by  current  exhaustion  of  min- 
eral, or  whether  the  cost  and  value  of  the  min- 
eral and  charges  to  capital  account  of  expen- 
ditures, other  than  for  physical  property,  shall 
be  recovered  by  appropriate  charges  based  on 
depletion  and  the  cost  or  value  of  plant  and 
equipment  be  recovered  by  reasonable  charges 
for  depreciation  after  taking  into  consideration 
salvage  value. 

In  cases  where  taxpayers  have  acquired 
properties  such  as  plant,  equipment,  etc.,  and 
have  never  taken  depreciation  into  account,  but 
in  lieu  thereof  have  charged  off  to  expense 
additions,  betterments  and  replacements,  there 
should  be  taken  into  consideration  among 
other  factors  the  operating  efficiency  of 
the  plant  during  the  taxable  year  in  arriving  at 
an  equitable  amount  of  depreciation  to  be  writ- 
ten off  for  prior  years,  in  determining  the  ad- 
justment to  be  made  for  invested  capital  pur- 
poses. 
Deprecia-  Where  the  use  of  intangibles  in  a  trade  or 

tangfbles'  business  is  definitely  limited  in  duration,  they 
may  be  subject  to  depreciation.  Patents,  copy- 
rights, licenses,  franchises,  etc.,  may  or  may  not 
be  depreciated  at  the  option  of  the  taxpayer, 
but  whichever  method  is  adopted  by  the  tax- 
payer must  be  followed  consistently.  An  intan- 
gible asset,  the  life  of  which  is  not  definitely 
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limited,  is  not  subject  to  a  depreciation  allow- 
ance. 

In  computing  a  depreciation  allowance  in  the  Patents  or 
case  of  a  patent  or  copyright,  the  amount  sub-  ^°^^^^  *^- 
ject  to  depreciation  is  the  cost,  or  the  fair  mar- 
ket value  as  of  March  1,  1913,  if  acquired  prior 
thereto. 

If  the  patent  or  copyright  was  acquired  by 
the  taxpayer  from  the  Government,  its  cost  is 
made  up  of  the  various  Government  fees,  cost 
of  drawings,  experimental  models,  attorneys* 
fees,  etc.  If  the  patents  or  copyrights  were  ac- 
quired for  stock  of  the  corporation,  the  cash 
value  at  date  of  acquisition  if  acquired  after 
March  1,  1913,  would  be  the  amount  subject  to 
depreciation.  Depreciation  of  a  patent  or  copy- 
right, if  acquired  prior  to  March  1,  1913,  can 
be  taken  on  the  fair  market  value  as  of  March 
1,  1913,  only  when  the  claim  is  properly  sup- 
ported by  adequate  proof  of  cash  value  as  of 
March  1,  1913. 

Taxpayers  quite  often  fail  to  distinguish  be- 
tween Obsolescence  and  Obsoleteness. 

Obsolescence  is  the  act  of  becoming  obsolete  Obsoles- 
due  to  normal  progress  of  the  art  or  to  the  ^®"*^®- 
property  in  question  becoming  inadequate  to 
the  growing  needs  of  the  business  so  that  such 
property  will  in  due  course  have  to  be  dis- 
carded or  abandoned  before  the  expiration  of 
its  ordinarily  useful  life. 

Obsoleteness  is  the  state  of  being  obsolete  and  ness. 
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exists  when  the  particular  property  has  been 
abandoned  or  discarded  because  of  some  change 
in  business  conditions  on  account  of  which  the 
usefuhiess  of  the  property  in  the  business  is 
suddenly  terminated.  Obsoleteness  is  covered 
in  Article  143  of  Regulations  45  under  the  gen- 
eral caption  of  ''Loss  of  Useful  Value." 

Obsoleteness,  or  loss  of  useful  value,  was  per- 
mitted as  a  deduction  from  gross  income  under 
each  of  the  several  Federal  income  tax  laws. 
Obsolescence,  however,  was  for  the  first  time 
permitted  to  be  taken  into  consideration  as 
a  deduction  from  gross  income  under  the 
Revenue  Act  of  1918  and  applies  to  1918  and 
subsequent  years. 

A  taxpayer  having  suffered  a  loss  of  useful 
value  (Art.  143)  is  allowed  to  deduct  only  that 
amount  representing  the  cost,  or  March  1, 1913, 
value,  of  the  property  less  subsequent  deprecia- 
tion claimed,  less  the  residual  value.  If  prop- 
erty is  disposed  of,  a  taxpayer  should  retain 
such  data  as  relate  to  the  sale,  for  the  inspection 
of  the  Bureau. 

In  regard  to  obsolescence  of  buildings  for  the 
years  1918,  1919,  1920,  the  following  article 
on  depreciation  and  obsolescence  in  Bulletin  F, 
issued  by  the  Bureau  of  Internal  Revenue, 
makes  clear  the  exact  manner  in  which  the  loss 
should  be  treated : 

''Obsolescence  of  Buildings. — No  amount  may  be 
charged  off  in  any  year  in  anticipation  of  obsolescence 
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of  a  building  which  may  become  obsolete  a  number  of 
years  later.  A  certain  amount  of  obsolescence  may, 
however,  be  claimed  from  the  time  it  becomes  certain 
that  at  a  definite  future  date  the  building  will  be 
obsolete.  The  figure  representing  obsolescence  shall 
be  approximately  the  difference  between  the  fair  mar- 
ket value  of  the  building  as  at  March  1,  1913,  or  its 
cost  if  acquired  on  or  after  that  date,  less  depreciation 
and  the  estimated  salvage  value.  This  obsolescence 
should  be  spread  over  the  period  from  the  time  such 
obsolescence  becomes  certain  until  the  building  be- 
comes obsolete,  and  should  be  claimed  in  the  returns 
filed  for  those  years.  In,  cases  where  obsolescence  is 
claimed,  it  must  be  supported  by  a  statement  sufficient 
to  establish  the  facts  upon  which  it  is  based." 

Obsolescence  in  the  case  of  intangibles  is  not 
ordinarily  an  allowable  deduction,  but  in  excep- 
tional cases  such  as  the  discontinuance  of  a 
going  business  because  of  the  elimination  of  its 
market  through  adverse  legislation  or  similar 
circumstances  the  cost  (or  March  1,  1913,  value 
if  acquired  prior  to  this  date)  of  such  assets 
as  goodwill,  trade-marks,  or  trade  brands  may 
be  deducted  within  certain  definite  limitations 
in  computing  taxable  net  income. 

In  order  to  sustain  a  claim  for  the  obsoles- 
cence of  goodwill  it  must  be  shown  that  the  tax- 
payer will  be  forced  to  discontinue  his  present 
business,  that  he  will  be  unable  to  continue 
in  another  similar  business,  and  that  the  good- 
will will  be  of  no  value  at  the  close  of  an  ap- 
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proximately  definite  period.  The  cost  of  the 
goodwill  or  its  market  value  as  of  March  1, 
1913,  if  acquired  prior  to  that  date,  must  be 
definitely  shown.  It  must  also  be  definitely 
proven  to  the  Commissioner's  satisfaction  that 
the  goodwill  will  not  be  valuable  in  another 
business  after  the  termination  of  the  business 
in  which  the  taxpayer  is  engaged. 

Brewers,  distillers  and  liquor  dealers  whose 
property  has  been  impaired  in  value  by  pro- 
hibition legislation  may  establish  a  claim  for 
obsolescence  of  their  intangibles  by  the  sale  of 
the  business  or  by  evidence  other  than  the  actual 
sale  of  their  obsolete  property. 
Depletion.  It  is  important  that  a  taxpayer  claiming  de- 
ductions for  depletion  should  support  the  rea- 
sonableness of  his  claim  and  the  basis  of  the 
rate  used  by  such  technical  references  as  may 
have  been  used  in  his  computations.  Engi- 
neering, geological  or  other  like  data  should  be 
presented  as  evidence  to  support  the  deduction 
claimed.  The  taxpayer  might  make  inquiries  as 
to  the  usual  and  ordinary  rates  of  depletion  ap- 
plicable to  the  class  of  properties  operated  in 
the  same  territory.  He  should  not  change  his 
rate  of  depletion  without  technical  evidence  of 
engineers,  geologists  or  other  experts  qualified 
to  give  reliable  estimates. 

Operating  owners,  lessors  and  lessees, 
whether  corporations  or  individuals,  are  en- 
titled to  deduct  an  allowance  for  depletion,  but 
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a  stockholder  in  a  mining  or  oil  or  gas  corpora- 
tion is  not  allowed  such  deduction  on  the  cor- 
porate property. 

Under  the  Revenue  Act  of  1918  an  operating  in  case  of 

•  •         lessor 

owner  in  fee  may  base  his  depletion  deduction 
on  the  cost  or  value  of  the  property  at ' '  date  of 
valuation,"  or  ''basic  date"  (i.  e.,  March  1, 
1913,  in  the  case  of  property  acquired  prior 
thereto,  the  date  of  acquisition  in  the  case  of 
property  acquired  on  or  after  March  1,  1913, 
or  the  date  of  discovery  or  within  thirty  days 
thereafter  in  the  case  of  discovery  after  March 
1,  1913),  plus  subsequent  allowable  capital  ad- 
ditions, minus  the  value  of  the  land  at  the  basic 
date  for  purposes  other  than  for  mineral  pro- 
duction, and  minus  the  value  of  the  properties 
at  the  basic  date  subject  to  depreciation  allow- 
ances. 

Under  the  Eevenue  Act  of  1918  a  lessee  may  in  case  of 
base  his  depletion  deduction  on  the  value,  as  of  *^^®®- 
the  basic  date,  of  the  lessee's  equity  in  the 
property,  plus  subsequent  allowable  capital  ad- 
ditions, minus  the  value  of  the  assets  at  date 
of  valuation  subject  to  depreciation  allowance, 
or  subject  to  neither  depreciation  nor  depletion 
allowances.  The  combined  value  of  the  equi- 
ties of  lessor  and  lessee  when  determined  as  of 
the  basic  date,  although  computed  separately, 
may  not  exceed  the  value  at  that  date  of  the 
property  in  fee  simple.  The  value  of  a  lessee's 
equity  at  the  basic  date  is  as  follows : 

73 


FEDERAL  CORPORATE  INCOME  TAXES 

(a)  If  acquired  prior  to  March  1,  1913,  the 
lessee's  equity  is  the  value  of  his  interest 
in  the  mineral  deposit  as  of  that  date. 

(&)  If  acquired  after  March  1,  1913,  in  a  proven 
mineral  property,  the  lessee's  equity  is  its 
cost. 

(c)  In  the  case  of  a  discovery  on  or  after  March 
1,  1913,  the  lessee's  equity  is  the  fair 
market  value,  at  date  of  discovery  or  within 
thirty  days  thereafter,  of  his  equity  in  the 
mineral  discovered. 

Valuation         A  lessor  although  originally  owner  in  fee  may 
equity.  ^^^e  a  deduction  for  depletion  only  to  the  ex- 

tent of  the  value  of  the  lessor's  equity  under  the 
terms  of  the  lease,  which  equity  is  valued  as 
follows : 

(a)  In  the  case  of  a  mineral  property  not  under 
lease  on  March  1,  1913,  but  subsequently 
leased,  the  lessor's  equity  is  the  en  bloc 
value  of  the  mineral  in  the  ground  on 
March  1,  1913,  and  in  the  absence  of  satis- 
factory evidence  to  the  contrary,  his  equity 
is  presumed  not  to  exceed  the  value  as  of 
March  1,  1913,  of  the  royalties  to  be  ex- 
pected under  the  lease. 

(6)  In  the  case  of  a  mineral  property  under 
lease  March  1,  1913,  for  the  entire  operat- 
ing life  of  the  mineral  deposits,  the 
lessor's  equity  is  the  value  as  of  March  1, 
1913,  of  the  royalties  and  other  payments 
to  be  expected  under  the  terms  of  the  lease 
in  effect  on  that  date. 
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(c)  In  the  case  of  a  mineral  property  under  lease 

for  a  portion  of  its  operating  life,  the 
lessor's  equity  is  the  value  as  of  March  1, 
1913,  of  the  royalties  expected  from  the 
mineral  to  be  extracted  during  the  life  of 
the  existing  lease,  plus  the  estimated  en 
bloc  value  of  the  mineral  remaining  at  its 
expiration,  which,  in  the  absence  of  satis- 
factory evidence  to  the  contrary,  is  pre- 
sumed not  to  exceed  the  value  as  of  March 
1,  1913,  of  royalties  which  could  have  been 
expected  as  at  that  date  from  the  remain- 
ing mineral. 

(d)  In  the  case  of  a'  mineral  property  acquired 

after  March  1,  1913,  the  lessor's  equity  is 
its  cost. 

(e)  In  the  case  of  a  discovery  on  or  after  March 

1,  1913,  the  lessor's  equity  is  the  fair 
market  value,  at  the  date  of  discovery  or 
within  thirty  days  thereafter,  of  his  equity 
in  the  mineral  discovered. 

The  valuation  of  mining  properties  for  deple- 
tion purposes,  it  should  be  noted,  whether  in 
the  case  of  owner  in  fee,  lessor  or  lessee,  is  based 
upon  the  determination  of  cost  or  fair  market 
value  of  the  mineral  properties  at  certain  dates. 

The  determination  of  cost  must  be  supported  Sale  to 
by  evidence  to  show  that  the  price  at  which  the  ^liues  must 
property  was  bought  was  the  result  of  a  bona-  be  bona 
fide  purchase,  as  no  fictitious  or  inflated  price 
will  be  allowed  as  a  basis  for  the  depletion  com- 
putation, and  in  order  to  determine  whether  the 
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price  paid  represented  the  actual  market  value 
of  the  property  any  affiliation  existing  between 
the  vendor  of  the  property  and  the  vendee  will 
be  taken  into  consideration. 
Evidence  The  determination  of  the  fair  market  value  of 

kinds. ^'^*"*  mineral  properties  at  a  specified  date  as  a  basis 
for  depletion  should  represent  the  considera- 
tion a  willing  buyer  would  pay  a  willing  seller 
as  at  that  particular  date.  The  Commissioner 
will  take  into  consideration  any  evidence  hav- 
ing a  bearing  on  the  market  value,  such  as — 

(a)  Actual  cash  offers. 

(&)  Actual  sales  and  transfers  of  similar  prop- 
erties. 

(c)  Market  value  of  stock  issued  therefor. 

(d)  Royalties  and  rentals. 

(e)  Value  fixed  by  owner  for  capital  stock  tax. 
(/)  Valuation  for  local  or  state  tax. 

(g)  Records  of  litigation  in  which  value  of  prop- 
erty was  in  question. 

(h)  Disinterested  appraisals  by  approved  meth- 
ods such  as  the  present  value  method,  etc. 

Valuations        When  once  the  value  of  mineral  deposits  has 

accepted  by  \)qq-^  determined  and  accepted  by  the  Bureau, 

Bureau  may  .  . 

not  be  no  revaluation  of  the  properties  will  be  allowed 

changed.       during  the  continuance  of  the  ownership  under 

which  the  value  was  so  determined,  except  in 

the  case  of  a  discovery  or  a  virtual  change  of 

ownership  of  part  of  the  property  as  the  result 

of  litigation  or  outright  sale.    However,  a  new 

unit  value  for  depletion  may  be  established  in 
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the  case  of  a  revision  of  the  number  of  units  of 
mineral  in  the  property,  in  which  case  proof  of 
such  mineral  content,  to  the  satisfaction  of  the 
Commissioner,  must  be  submitted. 

A  taxpayer  who  includes  in  the  valuation  of  Valuation 
his  property  for  the  purpose  of  depletion  the  ^fg^^f^f^g" 
value  brought  about  as  a  result  of  discoveries 
after  March  1,  1913,  must  show  that  the 
fair  market  value  of  the  property  at  the 
date  of  discovery  or  within  thirty  days  there- 
after is  disproportionate  to  the  cost.  That  is, 
that  the  new  discoveries  contain  resources  in 
such  quantity  and  of  such  quality  as  to  reason- 
ably warrant  the  expectation  of  the  return  of 
an  amount  materially  in  excess  of  the  cost  of 
making  the  discovery,  plus  the  cost  of  future 
development,  exploration  and  equipment. 

The  peculiar  conditions  relative  to  the  dis- 
covery in  each  individual  case  are  considered 
in  determining  the  valuation  to  which  the  tax- 
payer is  entitled.  A  discovery  is  disclosed  by 
drilling  or  exploration  above  or  below  ground, 
showing  the  location  of  deposits  not  pre- 
viously known  to  exist,  and  not-  included  in 
any  previous  valuation  for  the  purpose  of  de- 
pletion. The  value  of  the  property  claimed  as 
a  result  of  discovery  must  be  the  fair  market 
value  determined  on  the  same  basis  as  outlined 
in  the  foregoing  paragraphs.  The  taxpayer 
will  be  required  to  submit  full  details  relative 
to  the  circumstances  of  the  discovery,  such  as 
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Calculation 

of 

depletion. 


Valuation 
an  engi- 
neering 
problem. 


the  size,  character  and  location  of  the  discov- 
ered deposit  and  the  cost  of  the  discovery  and 
its  development. 

After  the  value  of  the  deposits  has  been  deter- 
mined to  the  satisfaction  of  the  Commissioner, 
depletion  for  the  taxable  year  may  be  computed 
by  dividing  the  value  ascertained  by  the  number 
of  units  believed  to  exist  at  the  basic  date  and 
by  multiplying  the  resultant  unit  value  by  the 
number  of  units  sold  within  the  taxable  year. 
For  instance,  in  the  case  of  a  coal  mine  which 
was  purchased  in  January,  1916,  by  a  corpora- 
tion for  $50,000,  the  estimated  total  content  of 
the  mine  at  date  of  purchase  being  100,000  tons 
and  during  the  taxable  year  1920  two  thousand 
tons  having  been  excavated  and  sold,  the  deple- 
tion deduction  allowable  for  the  1920  return  is 
computed  as  follows,  assuming  that  the  land  ac- 
quired had  no  value  for  purposes  other  than 
mining : 

$50,000  -^  100,000  =  50  cents  per  ton 
2,000  X  50  cents  =  $1,000, — depletion  deduction  allowable. 

In  the  case  of  a  lessee  or  lessor,  royalty 
vouchers  may  be  used  as  evidence  to  substan- 
tiate the  output  of  mines. 

The  determination  of  the  number  of  units  in 
the  mineral  deposit  at  the  basic  date  in  the 
case  of  mines  is  strictly  an  engineering  problem. 
The  evidence  submitted  to  the  Bureau  must  be 
in  such  form  that  it  can  be  readily  verified  by 
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the  Government  engineers.  An  estimate  will 
have  to  be  made  with  respect  to  each  separate 
property,  showing  the  total  units  (tons,  pounds, 
ounces  or  other  measure  of  mineral  products) 
reasonably  known  or  on  good  evidence  believed 
to  have  existed  in  the  ground  on  the  date  of  Mines, 
acquisition  or  valuation.  The  estimate  may  in- 
clude the  ores  and  minerals  in  sight,  '*  blocked 
out,"  ''developed,"  or  ''assured"  according  to 
the  type  of  the  deposit,  and  "probable"  or 
"prospective"  ores  and  minerals  only  to  the 
extent  that  their  existence  is  indicated  by  geo- 
logical or  other  evidence. 

In  the  case  of  oil  fields,  the  oil  reserves  must  Oil  fields, 
be  estimated  for  unproven  land  as  well  as  for 
producing  land  and  in  the  event  that  subsequent 
information  shows  the  estimate  to  be  erroneous 
it  may  be  revised  with  the  approval  of  the  Com- 
missioner. 

In  the  case  of  gas  wells  the  depletion  allow-  Gas  wells, 
ance  may  be  computed  by  the  method  most  suit- 
able to  the  particular  case  in  question  owing 
to  the  peculiar  conditions  surrounding  the  pro- 
duction of  natural  gas.  Usually,  however,  the 
depletion  of  natural  gas  should  be  computed  on 
the  basis  of  decline  in  closed  or  rock  pressure, 
taking  into  account  the  effects  of  water  en- 
croachments and  other  factors.  Whatever 
method  is  adopted  must  be  acceptable  to  the 
Commissioner. 

Depletion  may  also  be  taken  on  timber  tracts,  tracts^"^ 
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based  upon  the  fair  market  value  of  stumpage 
as  of  March  1,  1913,  if  acquired  prior  to  that 
date,  or  cost  at  date  of  acquisition  if  acquired 
subsequently.  The  method  of  computing  timber 
depletion  is  similar  to  that  outlined  for  mineral 
deposits. 
Interest  as  The  1917  and  1918  regulations  differ  as  to  the 
a  e  uction.  ^^j^q^jj^  q£  interest  allowable  as  a  deduction  for 
income  tax  purposes.  As  previously  stated, 
Article  180,  Regulations  33  Revised,  explains 
the  statutory  limitation  on  the  amount  of  inter- 
est that  could  be  deducted  prior  to  1918,  while 
Article  121,  Regulations  45,  allows  as  a  deduc- 
tion for  1918  and  subsequent  years  all  interest 
'  paid  or  accrued  within  the  year  on  indebted- 
ness, with  the  exception  of  interest  incurred  or 
continued  to  purchase  or  carry  securities  (other 
than  obligations  of  the  United  States  issued 
after  September  24,  1917)  the  interest  upon 
which  is  exempt  from  income  tax. 
Limitation         Item  2  on  the  face  of  the  1917  income  tax 

under  1917     return  should  reconcile  with  the  outstanding  in- 
revenue  *=' 

act  debtedness  as  shown  by  the  balance  sheet  at 

the  end  of  the  year.  This  item  must  not  include 
any  indebtedness  wholly  secured  by  collateral 
subject  to  sale  or  hypothecation  in  the  ordinary 
business  of  the  company,  nor  any  indebtedness 
incurred  in  the  purchase  of  securities  the  in- 
come from  which  is  not  taxable.  Article  183  of 
Regulations  33  specifically  sets  forth  the  man- 
ner in  which  the  limitation  of  interest  may  be 
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computed  for  the  taxable  year  1917  where  it  is 
paid  at  different  rates.  At  no  time  during  the 
taxable  year  1917  may  interest  be  taken  as  a 
deduction  on  an  amount  of  indebtedness  in  ex- 
cess of  the  outstanding  capital  stock  at  the  close 
of  the  year,  plus  one-half  of  the  interest-bearing 
indebtedness  also  then  outstanding.  For  the 
purpose  of  determining  the  deduction  for  in- 
terest allowable,  the  par  value  of  the  paid-up 
capital  stock  outstanding  at  the  end  of  the  year 
is  used.  When  no-par-value  stock  has  been  is- 
sued, the  taxpayer  must  consider  the  cash  value 
(at  date  of  payment)  of  the  consideration  paid 
in  for  stock  as  the  amount  of  the  outstanding 
capital  stock.  Unissued  stock  or  treasury  stock 
which  has  been  issued  for  value  and  later  repos- 
sessed by  the  corporation  is  not  to  be  included. 
Revenue  Agents  sometimes  question  officers  of 
corporations  to  verify  the  full  payment  on 
stock,  owing  to  the  fact  that  in  rare  cases  it  has 
been  brought  to  light  that  the  stock  which  ap- 
peared to  be  issued  for  cash  was  not  fully  paid 
for. 

In  cases  where  the  company  has  outstanding 
so-called  certificates  of  indebtedness  or  income 
sinking  fund  certificates  which  are  in  reality 
preferred  stock,  the  interest  paid  thereon  must 
be  considered  as  a  dividend,  and  is  not  allow- 
able as  a  deduction  from  gross  income,  but  such 
certificates  may  be  included  in  invested  capital. 

Interest  paid  on  indebtedness  secured  by  col- 
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lateral,  which  is  the  subject  of  sale  or  hypothe- 
cation in  the  corporation's  ordinary  course  of 
business  as  a  dealer  in  such  property,  is  deduct- 
ible on  an  amount  of  indebtedness  not  exceed- 
ing the  actual  value  of  this  collateral.  A  tax- 
payer will  usually  find  there  is  no  limit  upon 
the  amount  of  deductible  interest  in  this  class, 
as  the  amount  of  indebtedness  is  almost  always 
less  than  the  actual  value  of  the  collateral. 

The  amount  claimed  as  a  deduction  should 
actually  have  been  paid  or  accrued  and  should 
be  consistent  with  the  rate  and  total  amount  of 
the  indebtedness. 
Taxes.  In  determining  taxable  net  income  for  the 

years  subsequent  to  1916,  a  taxpayer  should  not 
deduct  amounts  paid  for  Federal  income  or 
profits  taxes,  as  such  taxes  are  deductible  only 
if  paid  or  accrued  prior  to  January  1,  1917. 
State  taxes  paid  by  a  bank  on  its  capital  stock 
on  behalf  of  its  stockholders  are  not  deductible 
by  the  bank.  Other  nondeductible  taxes  are 
asesssments  for  local  improvements  and  similar 
special  levies. 

Additional  excise  tax  assessed  against  a  cor- 
poration under  the  Act  of  August  5,  1909,  and 
paid  during  subsequent  years  is  an  allowable 
deduction  from  gross  income  reported  in  the 
corporation  return  for  the  year  in  which  paid. 

A  corporation  keeping  its  accounts  on  an  ac- 
crual basis  may  accrue  the  capital  stock  tax, 
State  tax,  import  or  tariff  duties,  stamp  taxes, 
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and  local  taxes,  other  than  for  local  benefits, 
for  the  purpose  of  computing  taxable  net  income 
and  deduct  the  taxes  thus  accrued  from  gross 
income  of  the  year  to  which  they  apply.  If  the 
accounts  are  kept  on  the  receipts  and  disburse- 
ments basis,  such  taxes  should  be  deducted  from 
gross  income  for  the  year  in  which  paid. 

Taxes  imposed  by  a  foreign  country,  other  Foreign 
than  assessments  against  local  benefits,  are  de-  *^''®^- 
ductible  from  gross  income,  except  foreign  in- 
come, war  profits  and  excess  profits  taxes  which 
are  allowed  as  a  credit  against  the  Federal  in- 
come and  profits  taxes  of  domestic  corporations 
for  the  taxable  year  1918  and  subsequent  years. 
In  order  to  secure  such  a  credit,  a  domestic 
corporation  must  file  form  1118 ;  if  the  taxes  for 
which  credit  is  sought  have  been  paid,  there 
must  be  attached  to  form  1118  the  receipt  for 
each  such  tax  payment.  When  the  foreign  tax 
for  which  credit  is  claimed  has  been  accrued 
but  not  paid,  a  copy  of  the  return  on  which  each 
such  accrued  tax  was  based  must  be  attached  to 
the  form. 

A  domestic  corporation  which  owns  a  major-  Foreign  in- 
ity  of  the  voting  stock  of  a  foreign  corpora-  credft*^^^^ 
tion  during  1918  and  subsequent  years  is  en-  against 
titled  to  credit  its  own  Federal  income  and  taxes  due. 
profits  taxes  with  the  income,  war  profits  and 
excess  profit  taxes  actually  paid  within  the  tax- 
able year,  but  not  including  taxes  accrued  by 
such  foreign  corporation,  to  any  foreign  coun- 
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try  or  possession  of  the  United  States,  upon 
income  derived  from  sources  without  the  United 
States  in  an  amount  equal  to  the  proportion 
which  the  dividends  (not  deductible  under  Sec- 
tion 234)  received  by  such  domestic  corporation 
from  such  foreign  corporation  during  the  tax- 
able year  bear  to  the  net  income  on  account 
of  which  such  taxes  were  paid,  but  not  in  ex- 
cess of  the  dividends  so  received. 

It  should,  therefore,  be  noted  that  a  domestic 
corporation  having  foreign  branches  not  incor- 
porated may  claim  as  a  credit  the  entire  income, 
war  profits  or  excess  profits  taxes  accrued  or 
paid  to  a  foreign  government,  whereas  domestic 
corporations  with  foreign  branches  which  have 
been  incorporated  and  have  become  foreign 
subsidiaries  may  claim  as  a  credit  taxes  actually 
paid  in  the  taxable  year  but  limited  in  amount 
in  the  manner  prescribed  in  the  preceding  para- 
graph. 
Amortiza-  A  taxpayer  may  take  as  a  deduction  for  the 
facuSieT.^'^  taxable  year  1918  and  subsequent  years  the 
amortization  of  such  part  of  the  cost  of  facili- 
ties constructed,  erected,  installed  or  acquired 
on  or  after  April  6,  1917,  for  the  production  of 
articles  contributing  to  the  prosecution  of  the 
present  war  and  of  vessels  constructed  or  ac- 
quired on  or  after  such  date  for  the  transporta- 
tion of  articles  or  men  contributing  to  the  prose- 
cution of  the  war,  as  has  been  borne  by  the  tax- 
payer.   In  the  case  of  such  property  the  con- 
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struction  of  which  was  commenced  before  April 
6, 1917,  and  completed  after  that  date,  amortiza- 
tion will  be  allowed  only  on  that  portion  of  the 
cost  incurred  on  or  after  April  6,  1917. 

Many  taxpayers  have  taken  amortization  de-  Amortiza- 
ductions  on  their  income  tax  returns  for  the  and  igi"^^ 
taxable  years  1916  and  1917,  because  they  were  permitted 
allowed  to  amortize  certain  of  their  plants  and  Munitions 
machinery  under  the  Munitions  Tax  Act  of  1916.  pofeg"^' 
The  Income  Tax  Acts  of  1916  and  1917  have  no 
relation  whatsoever  to  the  Munitions  Tax  Act 
and  as  the  Income  Tax  Acts  of  1916  and  1917 
did  not  provide  for  amortization  of  any  kind 
these  claims  have  been  disallowed  by  the  Bureau 
in  determining  net  income  for  income  tax  pur- 
poses. 

The  amortization  provision  in  the  Revenue  Purposes  of 
Act  of  1918  is  designed  solely  to  meet  the  con-  tiwiTn'igiS 
ditions  resulting  from  the  war.     In  some  in-  Act. 
stances  entire  new  industries  had  been  created 
and  old  ones  expanded  abnormally  so  that  at 
the  termination  of  hostilities  it  was  thought 
some    plants    would    become    entirely   useless 
while  others  could  utilize  only  part  of  their  ca- 
pacity.   Under  Article  184,  Regulations  45,  as 
amended,  the  cost  of  facilities  and  vessels  com- 
ing under  the  amortization  provision  of  the  1918 
Act  were  divided  into  the  following  two  classes : 

( 1 )  In  the  case  of  property  useful  to  the  taxpayer  Two  classes 
only  during  the  period  of  its  operation  as  a  war  facil-  nation 
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(i)  Prop- 
erty perma- 
nently 
discarded. 


(2)  Prop- 
erty con- 
tinued in 
use. 


ity  and  which  has  been  sold  or  permanently  discarded 
within  three  years  after  the  termination  of  the  war, 
the  amortization  deduction  allowed  is  the  difference 
between  the  depreciated  cost  as  of  January  1,  1918 
(if  acquired  prior  to  that  date),  or  actual  cost  (if  ac- 
quired subsequent  to  January  1, 1918),  and  the  actual 
sale  price  or  estimated  fair  market  value  as  of  the  date 
when  the  property  was  or  will  be  permanently  dis- 
carded, such  fair  market  value  to  be  re-established  at 
and  as  of  the  time  of  the  investigation  by  engineers  of 
the  Bureau  of  Internal  Revenue. 

(2)  In  the  case  of  property  not  included  in  class 
(1)  above,  the  amortization  deduction  is  the  difference 
between  the  cost  of  the  facility  depreciated  as  of  Jan- 
uary 1, 1918  (if  acquired  prior  to  that  date),  or  actual 
cost  (if  acquired  subsequent  to  January  1,  1918),  and 
the  estimated  value  to  the  taxpayer  in  terms  of  its 
actual  use  or  employment  in  his  going  business,  such 
value  to  be  not  less  than  the  sale  or  salvage  value  of 
the  property,  and  provided,  however,  that  for  the  pur- 
poses of  returns  made  in  1919,  the  preliminary  esti- 
mate of  the  amount  of  such  amortization  shall  not  in 
any  case  have  exceeded  25  per  cent  of  the  cost  of  the 
property.  In  the  determination  by  engineers  of  the 
Bureau  of  Internal  Revenue  of  the  proper  amortiza- 
tion allowance,  the  estimated  value  to  the  taxpayer  of 
the  property  in  terms  of  its  actual  use  or  employment 
in  his  going  business  shall  be  as  of  the  time  of 
such  determination.  In  the  final  determination,  the 
amount  of  the  amortization  allowance  will  be  ascer- 
tained upon  the  basis  of  stable  post-war  conditions 
under  regulations  to  be  promulgated  when  these  con- 
ditions become  apparent. 
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The  Bureau,  in  amending  Article  184,  has 
changed  the  basis  of  determining  the  amortiza- 
tion allowance  of  Class  2  property  from  *'the 
estimated  reproductive  cost  as  of  April,  1919," 
to  the  estimated  value  of  the  property  to  the 
taxpayer  in  terms  of  its  actual  use  or  employ- 
ment in  his  going  business,  determined  upon  the 
basis  of  stable  post-war  conditions.  The  orig- 
inal basis  failed  to  take  into  consideration  the 
duration  of  the  period  of  transition  from  a  war 
basis  to  a  peace  basis.  In  many  instances  war 
contracts  were  not  canceled  with  the  signing 
of  the  armistice  but 'the  work  was  continued 
upon  them  far  into  1920  and  in  a  few  cases 
plants  are  even  now  working  on  war  contracts, 
so  that  the  above  amended  regulation  rectifies  a 
procedure  which  would  have  been  decidedly 
unjust. 

It  can  be  readily  seen  that  the  second  classi-  Redeter- 
fication  is  the  most  difficult  to  determine,  as  amortiza- 
the  fluctuations  in  price  levels  constantly  change  **.°,"  PJ°" 
the  basis  of  computation.    Section  214(a)  pro- 
vides that  a  redetermination  of  the  amortization 
allowance  at  any  time  within  three  years  after 
the  termination  of  the  war  may  be  made  by 
the  Commissioner  at  his  option,  or  at  the  re- 
quest of  the  taxpayer  if  it  is  found  by  an  ap- 
praisal or  other  evidence  that  the  deduction 
originally  allowed  was  incorrect.     Taxpayers 
need  not  await  the  formal  termination  of  the 
war  but  may  present  their  claim  to  the  Com- 
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missioner  for  a  redetermination  at  any  time 
prior  to  three  years  after  such  termination. 

In  cases  where  excessive  amortization  deduc- 
tions have  been  taken  by  a  taxpayer  on  his  re- 
turns he  will  be  subject  to  a  5  per  cent  penalty 
(Art.  1005)  and  interest  (Art.  1003)  for  negli- 
gence. It  is  therefore  advisable  for  a  taxpayer 
to  file  an  amended  return  for  the  taxable  years 
1918  and  1919  if  more  than  25  per  cent  of  the 
cost  of  the  property  was  taken  as  a  deduction  in 
1918.  The  Bureau  has  held,  however,  in  the 
event  that  a  case  is  reopened  within  a  period 
of  three  years  after  the  termination  of  the  war 
and  an  additional  amount  of  amortization  al- 
lowed, that  the  penalty  and  interest  should  at- 
tach only  to  such  amount  of  tax  as  upon  final  set- 
tlement is  found  to  have  been  due  the  Govern- 
ment and  not  paid  at  the  time  of  filing  the  re- 
turn by  reason  of  the  taxpayer's  ignoring  the 
regulations. 

Although  the  preliminary  estimate  of  amor- 
tization on  property  coming  under  Class  2  is 
limited  to  25  per  cent  of  the  cost  of  the  prop- 
erty, and  should  be  so  reported  on  the  original 
returns  by  the  taxpayer  and  the  tax  should  be 
paid  on  that  basis,  in  order  to  make  sure  he 
will  not  be  subjected  to  the  negligence  penalty, 
plus  interest,  amended  returns  may  be  filed  for, 
amortization  on  Class  2  facilities,  claiming  the 
full  amount  which  in  the  judgment  of  the  tax- 
payer is  a  reasonable  estimate  of  the  total  de- 
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crease  in  value  of  the  facilities.  Such  a  claim 
must  be  fully  supported  by  adequate  proof  of 
value.  The  preliminary  estimate  of  25  per  cent 
of  the  cost  of  such  property  is  not  intended  to 
represent  a  fixed  and  final  limitation  on  amor- 
tization deductions,  but  is  merely  to  protect  the 
Government  from  the  extravagant  claims  of 
certain  taxpayers  who  purposely  report  a  small 
tax  due  in  order  to  have  the  use  of  the  money 
due  the  Government  as  working  capital  until 
their  returns  are  finally  examined,  which  in 
some  instances  covers  a  period  of  two  years 
or  more. 

In  determining  the  amount  of  amortization  iHustra- 
to  be  claimed  upon  Class  2  facilities  when  the  zation  in 
entire  plant  or  part  of  the  plant  is  to  be  util-  Class  2. 
ized  for  production  in  post-war  work,  it  is  neces- 
sary to  ascertain  the  difference  between  the 
depreciated  cost  of  the  plant  as  of  January  1, 
1918,  or  if  acquired  subsequently  to  that  date 
the  actual  cost,  and  the  saleable  value  of  the 
plant  or  its  ** value  in  use,"  whichever  is  higher. 
For  instance :  If  a  manufacturer  had  equipped 
his  plant,  January  1,  1918,  with  900-ton  presses 
to  turn  out  f orgings  for  12-inch  shells  and  it  was 
found  that  in  his  post-war  operations  500-ton 
presses  were  sufficiently  large  to  turn  out  his 
work",  if  he  continues  to  use  the  900-ton  presses 
the  ''value  in  use"  of  those  presses  to  him  is 
the  amount  he  would  be  compelled  to  pay  for 
an    equivalent    number    of    500-ton    presses. 
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If  the  saleable  value  of  the  900-ton  presses 
is  less  than  the  amount  representing  their 
"value  in  use,"  then  his  amortization  claim  will 
be  the  difference  between  the  original  cost  of 
the  900-ton  presses  and  the  amount  represent- 
ing their  'Walue  in  use."  On  the  other  hand, 
if  the  saleable  value  of  the  900-ton  presses  is 
greater  than  their  "value  in  use"  then  he  can 
claim  amortization  only  on  the  difference  be- 
tween the  original  cost  of  the  900-ton  presses 
and  the  saleable  value  of  the  presses. 

Article  185,  Regulations  45,  outlines  the 
method  by  which  the  amortization  allowance  is 
to  be  spread  over  the  taxable  periods  under 
consideration.  The  allowance  for  amortiza- 
tion is  to  be  apportioned  on  the  basis  of  the 
net  income  (computed  without  benefit  of  the 
amortization  allowance)  between  January  1, 
1918  (or  if  acquired  in  a  subsequent  year,  Jan- 
uary 1  of  the  year  in  which  acquired),  and  the 
following  dates : 

(a)  If  the  claim  is  based  on  subdivision  (1) 
of  Article  184,  the  date  when  the  property  was 
or  will  be  sold  or  permanently  discarded  as  a 
war  facility,  (fe)  If  the  claim  is  based  on  sub- 
division (2)  of  Article  184,  the  actual  or  esti- 
mated date  of  cessation  of  operations  as  a  war 
facility. 

For  example,  if  Corporation  X  discarded  its 
war  facilities  on  June  1,  1919,  the  amortization 
allowance  would  then  be  allocated  to  the  tax- 
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able  years  1918  and  1919  in  accordance  with 
provision  (a)  above,  as  the  claim  comes  under 
Class  1  of  Article  184.  Assuming  that  the  earn- 
ings of  Corporation  X  for  the  year  1918  were 
$75,000  and  earnings  up  to  June  1,  1919,  were 
$25,000,  on  the  basis  of  the  above  earnings  the 
amortization  allowance  would  be  prorated  75  Illustration 
per  cent  to  1918  and  25  per  cent  to  1919.  In 
the  case  of  facilities  coming  under  the  provi- 
sions of  Class  2,  Article  184,  after  estimating 
the  date  of  cessation  of  operation  as  war  facili- 
ties, the  amortization  allowance  would  be  allo- 
cated to  the  years  included  in  the  amortization 
period  on  the  basis  of  earnings  or  estimated 
earnings  received  or  expected  to  be  received 
during  each  year  within  the  period  using  the 
same  method  of  apportionment  as  illustrated 
above. 

Article  185  provides  that  the  amortization 
allowance  shall  be  spread  in  proportion  to  the 
net  income  (computed  without  the  benefit  of  the 
amortization  allowance)  between  January  1, 
1918,  or  the  date  of  acquisition  of  the  property 
if  acquired  subsequent  to  that  date,  and  the 
date  of  cessation  of  operation  as  a  war  facility. 
However,  it  appears  to  be  a  more  equitable  basis 
to  spread  the  amortization  allowance  on  such 
facilities  over  the  taxable  years  affected  on  the 
basis  of  the  net  income  derived  from  the  use  of 
such  war  facilities. 

Summarizing  the  requirements,  briefly,  ther^ 
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Three  fac-     are  three  factors  that  must  be  determined  in 

preparation    Preparing  a  claim  for  amortization: 
of  claim. 

(a)  The  total  amount  of  amortization  allowable 
as  a  deduction. 

(6)  The  period  covered  by  amortization  de- 
pending upon  the  subdivision  of  Article 
184  under  which  the  property  is  classified. 

(c)  The  basis  upon  which  the  amortization  al- 
lowance is  to  be  spread  over  the  amortiza- 
tion period. 


Reconcilia- 
tion of  net 
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taxable  net 
income. 


The  taxpayer  will  find  that  a  complete  analy- 
sis of  the  profit  and  loss  and  surplus  accounts 
for  the  taxable  year  will  greatly  facilitate  the 
preparation  of  the  statement  reconciling  the 
net  profit  per  books  with  the  taxable  net  in- 
come. If  the  taxpayer  maintains  a  well-kept 
set  of  books,  he  will  have  no  difficulty  in  mak- 
ing this  analysis.  The  surplus  should  be  ana- 
lyzed first.  Beginning  at  the  opening  date  un- 
der review,  a  list  should  be  prepared  of  all 
the  main  credits  in  one  column  and  main  debits 
in  another,  without  attempting  a  detailed  analy- 
sis of  all  the  numerous  small  debits  and  credits 
which  may  be  combined.  A  careful  check 
should  be  made  of  important  items  of  large 
amount.  The  analysis  will  probably  cover  such 
items  as  the  balance  transferred  from  the  profit 
and  loss  account,  amount  of  dividends  paid, 
adjustments  of  book  values  of  plant  or  prop- 
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erty,  and  other  items  which  are  vital  to  the  tax- 
payer's making  a  proper  return. 

An  analysis  should  also  be  made  of  the  profit  Analysis 
and  loss  account  which  may  reflect  on  the  credit  and  Loss 
side  such  gains  or  profits  as  bad  debts  recov-  Account, 
ered,  forgiven  debts,  earnings  of  subsidiaries, 
profits  on  sales  of  capital  assets,  adjustments 
for  excessive  depreciation  reserve,  etc.  Some  of 
the  debits  which  would  represent  losses  or  ex- 
penses to  be  returned  as  deductions  might  be 
made  up  of  such  items  as  losses  from  the  sale 
of  capital  assets;  obsolescence  of  machinery, 
drawings,  patterns,  models  and  similar  prop- 
erty ;  depreciation  of  machinery,  buildings,  etc. ; 
losses  from  fire,  flood,  wind,  explosion,  ship- 
wreck, or  theft;  amortization  of  discount  on 
bonds;  payments  for  damages;  premium  on 
bonds  retired,  etc. 

It  would  be  advisable  to  verify  the  balances 
transferred  by  the  closing  entries  from  the  vari- 
ous sales,  expense  or  other  operating  accounts 
and  see  that  they  agree  with  the  amounts  re- 
corded in  the  profit  and  loss  account. 

The  non-taxable  income,  such  as  interest  on 
obligations  of  the  United  States  wholly  exempt, 
interest  on  Farm  Loan  bonds,  dividends  on 
stock  of  domestic  corporations,  etc.,  should  be 
segregated  from  other  gross  income  and  listed 
separately. 

The  unallowable  deductions,  such  as  dona- 
tions, additions  to  reserves  for  bad  debts,  con- 

93 


Excessive 
deductions. 


Penalties 


FEDERAL  CORPORATE  INCOME  TAXES 

tingencies,  etc.,  should  be  segregated  from  the 
other  debit  items  and  also  placed  in  a  separate 
list,  so  that  in  the  preparation  of  the  return, 
items  of  the  above  nature  will  not  be  included 
as  deductions. 

Deductions  on  returns  in  excess  of  deductions 
shown  on  a  taxpayer's  books  are,  on  their  face, 
erroneous,  as  the  principle  is  consistently  set 
forth  in  Treasury  decisions  and  in  regulations 
that  deductions  must  be  entered  in  the  books. 
There  are  often  cases  where  books  that 
are  incorrectly  kept  bring  about  this  situation. 
All  such  differences  should  be  adjusted  without 
delay.  If  the  deductions  are  in  accordance  with 
the  law  and  regulations  and  the  taxpayer  makes 
the  necessary  additional  entries,  the  examiner 
will  usually  approve  them. 

In  this  connection  the  taxpayer's  attention 
is  directed  to  the  penalties  which  are  imposed 
for  the  taxable  year  1918  and  subsequent  years 
for  fraud  or  negligence  in  the  preparation  of 
returns.  In  order  to  avoid  such  penalties,  an 
amended  return  should  be  filed  immediately,  if 
erroneous  deductions  have  been  claimed. 
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CHAPTER  IV 

PERTAINING   TO   PROFITS   TAX   RETURNS 

1.  Invested  Capital — 2.  Surplus — 3.  Adjustments  to  Capital 
and  Surplus  by  Wiay  of  Additions  or  Deductions — 4.  Changes 
in  Invested  Capital  during  Taxable  Year — 5.  Deduction  from 
Net  Income  to  Determine  Amount  Subject  to  Profits  Tax — 
6.     Balance  Sheets 

The  excess  profits  tax  law  of  October  3,  1917,  General 
levied  a  tax  known  as  the  war  excess  profits  ^^"^^^  ^• 
tax  upon  the  net  income  in  excess  of  certain 
exemptions  on  all  individuals,  partnerships  and 
corporations  engaged  ~^n  business  or  trade. 
This  tax  is  not  limited  merely  to  income  derived 
from  war  industries  but  is  levied  against  gains, 
profits  and  income  derived  from  any  source 
whatever  unless  exempt  from  tax  by  law.  The 
war  was  the  cause  that  necessitated  the  above 
levy  but  was  not  necessarily  the  occasion  for 
the  income  subject  to  tax. 

There  are  two  bases  for  the  application  of 
the  tax : 

In  the  case  of  trades  or  businesses,  whether  invested 
conducted  by  individuals,  partnerships  or  cor-  capital, 
porations,  in  which  the  income  is  derived  pri- 
marily from  the  use  of  capital,  the  net  income 
in  excess  of  specified  deductions  and  exemp- 
tions is  subject  to  graduated  rates  of  tax  de- 
pending on  the  relation  of  the  net  income  to 
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Nominal 
capital. 


Special 
cases. 


Revenue 
Act  of 
1918. 


certain  percentages  of  what  is  known  as  in- 
vested capital. 

In  the  case  of  a  taxpayer  whose  trade  or  bus- 
iness has  ''no  invested  capital  or  not  more  than 
a  nominal  capital,"  the  excess  profits  tax  is  ^ 
per  cent  of  so  much  of  the  net  income  subject  to 
excess  profits  tax  as  exceeds  $3,000  for  corpo- 
rations, and  $6,000  for  individuals  or  partner- 
ships. ^ 

Section  210  of  the  excess  profits  tax  law 
authorizes  the  Secretary  of  the  Treasury,  in 
cases  where  invested  capital  cannot  be  deter- 
mined satisfactorily,  to  set  up  constructive  in- 
vested capital  based  upon  actual  invested  cap- 
ital found  to  be  employed  in  representative  con- 1 
cerns  engaged  in  a  ''like  or  similar  trade  or 
business." 

Under  the  Revenue  Act  of  1918,  the  war 
profits  and  excess  profits  tax,  like  the  income 
tax,  is  a  tax  upon  net  income,  but  applies  only 
to  corporations.  This  tax  is  imposed  upon  the 
net  income  of  every  domestic  corporation,  ex- 
cept certain  specifically  exempted  ones,  and  on 
every  foreign  corporation  having  net  income 
from  sources  within  the  United  States. 

Certain  provisions  of  the  statute  specify  spe- 
cial features  with  respect  to  the  computation  of 
the  tax  of  the  following  classes  of  corporations : 
{a)  Corporations  deriving  net  income  from 
Government  contracts.  Section  1,  (fc)  transpor- 
tation corporations,  Article  504,  Regulations  45, 
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(c)  corporations  partaking  of  the  nature  of  per- 
sonal service  corporations,  Section  200,  (d) 
corporations  engaged  in  the  mining  of  gold.  Sec- 
tion 304,  (e)  foreign  and  other  ** special"  corpo- 
rations as  outlined  in  Section  327,  (/)  reorgan- 
ized companies.  Sections  330  and  331,  {g)  cor- 
porations making  their  return  upon  the  basis 
of  a  fiscal  year,  Section  335,  (h)  corporations 
which  have  sold  mines,  or  oil  or  gas  wells.  Sec- 
tion 337,  and  (i)  affiliated  corporations,  Sec- 
tion 240. 

I.    Invested  Capital 

In  most  returns  for  corporation  taxes  in  the 
year  1917,  or  subsequent  years,  the  chief  item 
to  which  consideration  must  be  given  is  the  de- 
termination of  invested  capital.  The  War  Rev- 
enue Act  defines  invested  capital  as  being  the 
amount  of  cash  and  other  assets  (subject  to  cer- 
tain limitations)  paid  into  the  corporation  for 
stock,  plus  the  paiH^  or  earned^  surplus  and 
undivide^~profits,^^ut  not  including  earnings  or 
profits  ^Fthe  taxable  jeav) 

The  starting  point  for  the  computation  of  in- 
vested capital  is  the  amount  of  cash  or  other 
property  actually  paid  in.  The  invested  cap- 
ital values  of  the  various  kinds  of  such  prop- 
erty paid  in  are  determined  for  the  purpose  of 
the  1917  Act  by  Articles  55,  56  and  57  of  Regu- 
lations 41,  concerning  tangible  property,  pat- 
ents and  copyrights,  and  intangible  property 
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respectively.  In  1918  and  subsequent  years,  the 
invested  capital  values  of  property  paid  in  to 
the  corporation  are  determined  in  accordance 
with  Articles  ^833— io  836,  inclusive,  and  851, 
Regulations  J:5,  concerning  tangible  and  intaii- 
gible  property,  respectively. 

Computation  of  invested  capital,  however, 
does  not  stop  at  this  point,  but  as  stated  in  Arti- 
cle 42,  Regulations  41,  "it  must  take  properly 
into  account  the  surplus  and  undivided  profits." 
In  many  cases  the  surplus  and  undivided  profits 
as  shown  on  the  balance  sheets  of  a  corporation 
are  not  the  true  figures,  so  examiners  usually 
make  a  detailed  analysis  of  the  surplus  account, 
frequently  finding  that  appreciation  of  a  kind 
not  permitted  by  the  regulations  has  been  in- 
cluded therein.  Provision  for  depreciation,  de- 
pletion or  obsolescence  is  sometimes  neglected 
by  a  taxpayer,  or  he  has  overestimated  these 
items,  and  the  examiner  accordingly  makes  the 
necessary  adjustments.  Frequently  he  has  to 
disallow  items  which  are  excluded  from  in- 
vested capital  by  the  regulations,  or  allow  items 
which  through  error  have  not  been  taken  into 
consideration  by  the  taxpayer. 
History  of  In  many  instances  it  is  necessary  to  be  fa- 
miliar with  the  complete  history  of  a  concern 
before  the  correct  invested  capital  can  be  ar- 
rived at.  The  history  of  most  concerns  will  be 
found  in  the  minute  books,  capital  stock  records, 
journal  entries,  diaries,  day  books  or  memoran- 
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dum  books  and  su>>' jpublications  as  Moody *^, '/.'■., 
and  Poor's  Marifials.    Fa.cts  with  respect  to  the     ','',' 
origin,  capitalization;  afiiH^i-iOns;  arid*  especially  , 
any  reorganization  of  the  concerii  h^ve' ait  lin-' 
portant  bearing  on  invested  capital.     The  en- 
tries affecting  invested  capital  should  be  strictly 
in  accordance  with  the  terms  of  organization 
or  reorganization  agreements,  otherwise  the  in- 
vested capital  will  have  to  be  adjusted  to  cor- 
respond to  the  actual  facts  in  each  case. 

For  the   correct  determination   of  invested  Analysis 
capital,  an  analysis  of,  the  capital  stock  account  a«;ount.°'^ 
is  necessary.     This  analysis  should  show  the 
capital  stock  accounts  from  the  inception  of  the 
business  to  the  close  of  the  taxable  year  of  the 
corporation,  disclosing  the  following: 

(a)  Whether    common    or    preferred    stock    is 

issued. 
(6)  Year  of  issue,  and  if  during  the  taxable  year, 

the  exact  date  of  issue. 

(c)  Consideration  (nature  and  amount)  received 

therefor. 

(d)  If  the  consideration  was  other  than  cash,  an 

exposition  of  the  method  used  in  deter- 
mining the  value  with  due  regard  to  the 
limitations  upon  tangible  and  intangible 
property  paid  in  for  capital  stock. 

In   cases   where   capital   stock   is    returned  Donated  or 
to  the  corporation  as  a  gift  or  for  a  considera-  stock"*^ 
tion  substantially  less  than  par,  an  entry  is 
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'.^JDmetimes  made  charging,  treasury  stock  and 
crediting  treasury  stock  surplus.  At  other 
timeg-^  the*  acquisition  pi  treasury  stock  is  dif- 
ferently 'trfeated  on  the  books.  The  donation 
of  such  stock  occurs,  quite  often,  immediately 
after  the  original  issue  of  capital  stock,  the  ob- 
ject being  to  make  the  capital  stock  fully  paid 
and  non-assessable,  and  thereafter  to  permit 
its  sale  at  a  value  less  than  par.  Where  stock 
was  originally  issued  for  goodwill,  patents, 
or  any  assets  of  unknown  value  and  subse- 
quently returned  to  the  corporation  as  a  gift 
or  for  a  consideration  substantially  less  than 
par,  the  taxpayer  should  be  prepared  to  submit 
the  relevant  facts  for  the  examiner's  inspection. 
If  the  corporation  had  on  hand  at  any  time  dur- 
ing the  taxable  year  any  treasury  stock,  in  order 
for  the  Bureau  to  verify  the  proper  adjustment 
of  invested  capital  on  account  of  such  treasury 
stock,  copies  of  journal  entries  covering  the 
original  issuance,  repossession  and  any  subse- 
quent adjustments  are  required.  Treasury 
stock  may  not  be  included  in  invested  capital. 
When  such  treasury  stock  is  actually  sold,  the 
amount  received  therefor,  or  the  adjusted  aver- 
age if  sold  during  the  taxable  year,  may  be  in- 
cluded in  invested  capital. 

When  treasury  stock  has  been  purchased  by 
the  corporation  at  a  discount  and  is  in  the  treas- 
ury at  the  beginning  of  the  taxable  year,  the 
cost  of  such  stock  should  be  deducted  from  the 
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sum  of  the  stock  shown  as  outstanding  at  the 
beginning  of  the  taxable  year  plus  the  surplus 
and  undivided  profits  as  of  that  date. 

When  treasury  stock  has  been  purchased  by 
a  corporation  at  a  premium,  being  set  up  on  the 
books  at  cost,  and  is  in  the  treasury  at  the  be- 
ginning of  the  taxable  year,  the  par  value  of 
such  stock  should  be  deducted  from  the  amount 
shown  as  issued  and  the  premium  should 
be  deducted  from  the  surplus  or  undivided 
profits  unless  it  had  already  been  charged  to 
surplus  on  the  books. 

Whenever  a  corporation  claims  as  invested  Certificates 
capital  certificates  of  indebtedness,  bonds,  de-  ness,  debeni 
bentures  or  securities  called  by  other  names,  tures.etc. 
such  as  preferred  stock  (so-called),  the  exam- 
iner will  desire  a  blank  copy  of  these  certifi- 
cates in  order  to  determine  whether  such  obliga- 
tions are  deferred  with  respect  to  the  payment 
of  both  interest  and  principal  to  the  interest  of 
the  general  creditors. 

Preferred  stock  declared  to  be  capital  stock  Preferred 
in  the  records  of  the  corporation,  although  con-  ^*°*^^- 
vertible  into  first  mortgage  bonds,  should  be 
treated  as  invested  capital  so  long  as  it  is  not 
actually  converted. 

2.    Surplus 

A  claim  for  a  paid-in  surplus  under  Item  5,  Paid-in 
of  Schedule  A,  Form  1103,  for  1917,  or  Schedule  ^"'"P^"'* 
E,  Form  1120,  for  1918  or  subsequent  years, 
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should  be  accompanied  by  details  supporting 
the  claim.  Item  2,  of  Schedule  B,  Form  1103, 
and  Item  5,  of  Schedule  A,  Form  1103,  cover 
practically  the  same  ground.  The  difference 
lies  in  the  fact  that  in  the  first  case  the  paid-in 
surplus  is  entered  on  the  books  and  in  the  sec- 
ond place  the  paid-in  surplus  represents  a  hid- 
den reserve.  While  paid-in  surplus  is  some- 
times termed  ' '  capital  surplus, ' '  quite  often  the 
latter  represents  nothing  more  or  less  than  an 
appreciation  of  assets.  Where  this  is  the  case 
due  regard  should  be  given  to  the  adjustments 
required  to  be  made  under  Item  6,  of  Schedule 
C,  Form  1103,  or  Item  5,  of  Schedule  Gr,  Form 
1120. 
Paid-in  Where  a  corporation  has  acquired  a  mixed 

resuk  of^      aggregate  of  tangible  and  intangible  property 

intangible     with  an  issue  of  its  capital  stock,  and  this  mixed 
values.  .  .  . 

aggregate  of  tangible  and  intangible  property 

is  carried  on  the  books  at  a  value  in  excess  of 
the  par  value  of  the  capital  stock  issued  there- 
for, the  paid-in  surplus  resulting  is  to  a  certain 
extent  due  to  the  presence  of  these  intangibles. 
In  such  a  case,  the  Bureau  requires  that  a 
segregation  of  values  be  made  with  respect  to 
the  tangible  and  intangible  values  thus  ac- 
quired, and  that  the  paid-in  surplus  be  re- 
duced by  the  amount  of  such  intangibles  if  such 
intangibles  do  not  exceed  the  paid-in  surplus. 
If  such  intangibles  are  in  excess  of  the  paid-in 
surplus,  this  entire  paid-in  surplus  is,  in  ac- 
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cordance   with   the    rules   laid   down   by    the 
Bureau,  required  to  be  eliminated. 

By  surplus  is  meant  not  only  the  amount  Earned  sur- 
that  may  be  called  surplus  on  the  books  of  Undivided 
the  taxpayer,  but  any  account  that  is  in  the  profits, 
nature  of  surplus,  undivided  profits,  profit  and 
loss,  loss  and  gain,  and  other  similar  items. 
For  a  proper  computation  of  invested  capital, 
it  is  not  safe  to  take  the  surplus  and  undivided 
profits  (and  other  accounts  of  a  similar  nature) 
shown  on  the  balance  sheet  without  a  close 
scrutiny  of  the  real  nature  of  such  accounts. 
In  almost  all  cases  it  "will  be  found  desirable  to 
analyze  the  surplus  accounts  with  a  view  to  get- 
ting into  invested  capital  only  the  actual  paid-in 
surplus  and  the  real  earned  surplus,  i.  e., 
''earned"  from  an  income  tax  point  of  view. 
Such  analysis  should  if  possible  cover  all  the 
years  of  the  taxpayer  prior  to  the  taxable  year 
and  may  show,  in  addition  to  the  net  income  each 
year,  any  appreciation  of  assets  resulting  from 
appraisals,  any  extraordinary  mark  down  of  as- 
sets, any  dividends  paid  resulting  in  an  impair- 
ment of  capital,  excessive  or  inadequate  de- 
preciation or  depletion  written  off,  and  any 
charges  to  surplus  because  of  the  creation  of 
reserves  for  bad  debts,  contingencies,  etc. 

In  connection  with  this  analysis  of  surplus,  it  Analysis 
is   sometimes   advisable   to   analyze   plant   ac-  accounts, 
counts.     Cases  are  known  where  taxpayers  in 
years  of  poor  business  have  erroneously  capi- 
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part  of 
invested 
capital. 


talized  repairs.  It  is  sometimes  difficult  to  de- 
termine whether  a  charge  to  a  plant  account 
really  represents  an  asset  value,  or  is  an  ex- 
pense. However,  a  test  of  certain  selected 
charges  may  be  made,  to  determine  if  the  con- 
cern, through  a  number  of  years,  has  followed 
a  consistent  policy,  in  items  charged  to  plant 
and  to  expense  accounts. 

When,  in  some  cases,  taxpayers  have  charged 
additions  to  expense,  and  expenses  to  plant  ac- 
counts, it  will  be  desirable  to  prepare  an  analy- 
sis of  the  plant  accounts  for  each  year,  showing 
the  following : 

(a)  Balance  at  the  beginning  of  the  year. 
(&)   Expenses,  such  as  ordinary  repairs,  charged 
to  the  plant  account. 

(c)  Additions  charged  to  plant  account. 

(d)  Plant  sold  or  junked  and  credited  to  plant 

account. 

(e)  Depreciation  credited  to  plant  account. 
(/)  Renewals  charged  to  plant  account. 

(g)  Balance  in  plant  account  at  end  of  year. 
(h)  Balance  in  depreciation  reserve  at  beginning 

of  year. 
(i)  Depreciation  credited  to  depreciation  reserve. 
(j)  Renewals  charged  to  depreciation  reserve. 

Where  dividends  were  declared  during  the 
preceding  taxable  year,  but  are  not  payable  un- 
til sometime  during  the  taxable  year,  such  '  *  div- 
idends declared"  may  be  treated  as  invested 
capital  (a  part  of  surplus)  at  the  beginning  of 
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the  taxable  year.  Taxpayers  should  not  treat 
dividends  payable  as  surplus  when  the  date  of 
payment  has  passed,  as  they  are  then  liabilities 
and  should  be  classed  as  such. 

Stock  dividends,  in  accordance  with  a  recent  Stock 
decision  of  the  United  States  Supreme  Court,  ^^*  *"  ^' 
have  been  held  not  to  be  taxable  income.  Cor- 
porations and  other  taxpayers  subject  to  the 
tax  based  on  invested  capital,  who  have  prior  to 
the  taxable  year  received  such  stock  dividends 
from  either  domestic  or  foreign  corporations, 
and  credited  surplus  with  the  amount  thereof, 
are  required  to  make'  an  adjustment  of  surplus 
to  arrive  at  the  correct  surplus  for  invested  cap- 
ital purposes  unless  both  the  old  stock  and  stock 
received  as  a  dividend  were  sold  prior  to  the 
taxable  year. 

Under  the  application  of  income  and  excess  Reserves, 
profits  tax  laws,  reserves  fall  into  two  classes : 

(1)  Those  created  by  charges  which  are  allowable 
deductions  from  gross  income,  such  as  for  interest, 
taxes,  commissions,  and  other  accrued  or  ascertained 
expenses,  depreciation  and  depletion. 

(2)  Those  created  by  charges  which  are  not  allow- 
able deductions  from  gross  income,  such  as  for  bad 
debts,  contingencies,  hazard,  rebates,  sinking  funds, 
bond  redemption  and  Federal  income  and  excess 
profits  taxes. 

Reserves  of  the  second  class  may  be  in- 
cluded in  the  invested  capital,  but  under  no  cir- 
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cumstances  are  the  charges  to  surplus  or  profit 
and  loss  account  creating  such  reserves  allow- 
able deductions  from  gross  income  for  income 
tax  purposes. 


Indebted- 
ness the  in- 
terest on 
which  is  not 
deductible 
from  in- 
come for 
the  taxable 
year  19 17. 


3.    Adjustments  to  Capital  and  Surplus  by 
Way  of  Additions  or  Deductions 

The  proportion  of  permanent  indebtedness, 
that  the  interest  which  is  not  deductible  from  in- 
come in  computing  income  tax  for  1917  is  of  the 
total  interest  paid,  may  be  included  in  invested 
capital  for  1917  in  accordance  with  the  provi- 
sions of  Article  44,  Regulations  41. 

In  order  to  calculate  the  interest-bearing  in- 
debtedness for  the  year,  and  the  amount  of  in- 
terest allowable  as  a  deduction,  the  taxpayer 
should  prepare  for  his  and  for  the  examiner's 
subsequent  use,  a  columnar  statement  showing 
for  the  interest-bearing  indebtedness  falling  un- 
der Item  6(a)  of  Form  1031  the  following: 


(a)  Amount  outstanding  at  the  beginning  of  the 
taxable  year  distributed  according  to  each  rate  of  in- 
terest applicable  thereto. 

(&)  Date  and  amount  of  each  change  in  the  interest 
bearing  indebtedness  during  the  year,  increase  or 
decrease,  and  the  resultant  balances  distributed  ac- 
cording to  each  rate  of  interest  applicable  thereto. 
"Where  changes  are  so  numerous  that  such  a  statement 
is  not  practicable,  a  statement  should  be  prepared 
showing  the  balance  of  such  indebtedness  at  the  be- 
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ginning  of  each  month  distributed  according  to  in- 
terest rates. 

The  taxpayer  should  bear  in  mind  that  any 
amount  added  to  invested  capital  in  accordance 
with  Article  44,  Regulations  41,  must  be  based 
on  the  amount  of  interest  for  the  taxable  year 
not  allowable  as  a  deduction  because  of  the 
statutory  restrictions  as  to  the  amount  of  inter- 
est deductible,  and  in  no  case  may  the  amount 
to  be  added  to  invested  capital  be  based  on  dis- 
allowances which  represent  interest  for  prior 
years. 

In  accordance  with  a  ruling  of  the  Bureau  in 
the  application  of  the  provisions  of  Article  44, 
Regulations  41,  relative  to  the  excess  profits  tax, 
a  corporation  which  has  both  temporary  and 
permanent  indebtedness  may  assume,  to  the  ex- 
tent of  its  permanent  indebtedness,  that  any 
interest  not  an  allowable  deduction  has  been 
paid  upon  its  permanent  indebtedness. 

The  term  ''permanent  indebtedness"  means 
indebtedness  which  in  the  normal  course  of  the 
business  is  continued  from  year  to  year  as  a 
part  of  the  established  financial  procedure  of  a 
corporation.  If  the  indebtedness  is  of  this 
character,  the  term  or  nature  of  the  particular 
obligation  by  which  the  indebtedness  is  evi- 
denced at  any  time  is  not  material.  Thus,  short- 
term  notes  used  to  acquire  borrowed  capital  the 
use  of  which  the  corporation  plans  to  continue 
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after  the  maturity  of  the  notes  by  meeting  the 
matured  notes  with  the  proceeds  of  the  other 
borrowings,  may  be  regarded  as  permanent  in- 
debtedness within  the  meaning  of  Article  44. 
Bonds,  mortgages  or  other  similar  obligations 
about  to  fall  due  may  be  treated  likewise.  If  in 
the  regular  financial  procedure  of  the  corpora- 
tion these  obligations  will  be  met  by  the  pro- 
ceeds of  other  indebtedness,  such  obligations 
may  be  treated  as  part  of  the  permanent  in- 
debtedness. In  its  application  of  the  foregoing 
the  Bureau  has  regarded  as  permanent  all  in- 
terest-bearing indebtedness  the  interest  on 
which  is  subject  to  the  statutory  limitation  as 
to  the  amount  deductible. 
Cash  value  Where  tangible  property  has  been  paid  in  by 
bie??n  ex-  ^  stockholder  to  a  corporation  as  a  gift  or  at 
cess  of  par  a  value  definitely  known  or  accurately  ascer- 
stock  issued  tainable  as  of  the  date  of  such  payment,  clearly 
therefor,  ^^^^  substantially  in  excess  of  the  cash  or 
other  consideration  paid  by  the  corporation 
therefor,  then  the  amount  of  the  excess  is 
deemed  to  be  paid-in  surplus.  Generally,  al- 
lowable claims  for  paid-in  surplus  will  arise  out 
of  transactions  in  which  there  has  been  no  sub- 
stantial change  of  beneficial  interest  in  the 
property  paid  in  to  the  corporation.  In  all 
cases  the  proof  of  value  must  be  clear  and  ex- 
plicit. Claims  for  paid-in  surplus  usually  arise 
in  the  case  of  partnerships  or  closely  held  con- 
cerns incorporated  for  a  nominal  amount  hav- 
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ing  no  relation  to  the  actual  value  of  the  prop- 
erty paid  in. 

Where  a  claim  for  adjustment  is  made  under  ^J  £**'^®'^* 
the  above  rule,  the  taxpayer  should  submit  a  required, 
full  statement  showing  the  kind  of  property,  the 
date  when  paid  in,  its  value  on  that  date,  and 
how  such  value  was  determined.  Where  such 
value  has  been  determined  by  appraisals,  suf- 
ficient data  to  enable  an  expert  in  that  partic- 
ular line  of  business  to  pass  upon  the  accuracy 
of  the  appraisal  should  be  submitted.  For  ex- 
ample, where  a  taxpayer  claims  an  adjustment 
under  this  heading  on  account  of  mining  prop- 
erties which  were  paid  in  for  stock,  the  details 
of  the  appraisal  should  be  accompanied  by  maps 
of  the  properties  showing  developments,  size  of 
the  veins,  estimated  ore  content  and  amount  of 
ore  excavated  as  of  the  date  of  acquisition.  The 
appraisals  should  be  made  by  disinterested  par- 
ties qualified  as  experts  and  should  show  upon 
what  basis  and  by  what  method  of  reasoning  the 
values  were  reached.  They  should  also  show 
a  record  of  the  production  of  the  properties 
prior  to  the  date  upon  which  appraisals  are 
based. 

Taxpayers  have  often  claimed  as  additions 
to  invested  capital  the  difference  between  the 
purchase  price  and  the  value  of  the  property 
acquired.  In  transactions  at  arm's  length  such 
additions  represent  in  fact  the  capitalization 

109 


FEDERAL  CORPORATE  INCOME  TAXES 


Cash  value 
established 
by 
appraisals. 


of  bargains,  which  are  not  allowable  addi- 
tions. 

Sometimes  appreciation,  as  evidenced  by  ap- 
praisals made  as  of  a  date  after  the  date  of 
acquisition,  is  claimed  by  taxpayers,  but  such 
appreciation  since  the  date  of  acquisition  is  dis- 
allowed unless  it  has  been  realized  upon  prior 
to  the  taxable  year. 

Where  an  appraisal  has  been  made  after  the 
date  of  acquisition,  but  is  offered  as  evidence  as 
of  the  date  of  acquisition,  its  weight  as  evidence 
with  the  Bureau  depends  in  a  great  measure 
upon  the  proximity  of  the  date  of  appraisal  to 
the  date  of  acquisition.  An  appraisal  made  im- 
mediately prior  to  or  after  the  date  on  which 
the  property  was  acquired  carries  weight  in 
cases  where  it  is  evident  that  such  an  appraisal 
reveals  the  true  value  of  the  property  as  at  the 
date  acquired.  Under  exceptional  conditions 
retroactive  appraisals  have  been  accepted  by 
the  Bureau  as  a  basis  for  establishing  a  claim 
for  paid-in  surplus. 

Where  a  claim  for  a  value  adjustment  comes 
within  the  scope  of  the  regulations,  the  Bureau 
will  want  to  know  if  such  claim  is  properly  sup- 
ported and  if  the  property  upon  which  the  claim 
is  based  is  still  owned  and  in  active  use,  and 
that  proper  provision  has  been  made  for  losses, 
depreciation,  depletion,  and  obsolescence. 

A  convenient  statement  that  the  taxpayer 
might  prepare  in  order  to  summarize  the  facts 
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in  connection  with  a  claim  for  a  paid-in  surplus 
is  as  follows : 

(a)  Kind  of  property. 

(6)  Date  when  paid  in. 

(c)  By  whom  paid  in. 

(d)  If  still  owned  and  in  active  use  at  the  begin- 

ning of  the  taxable  year. 

(e)  Value  at  date  paid  in. 

(/)  How  that  value  was  determined. 

(g)  Amount  of  depreciation  or  depletion  to  the 

beginning  of  the  taxable  year. 
(Ji)  Par  value  of  stock  issued  therefor  or  value  of 

tangible  property  paid  therefor, 
(i)  Amount    claimed    as    addition    to    invested 

capital. 

Where  goodwill  is  paid  for  in  stock  and  is 
subsequently  written  off  the  books  of  the  pur- 
chasing corporation  as  depreciation  or  other- 
wise, and  restored  to  invested  capital,  the 
amount  restored  is  subject  to  the  limitations 
upon  the  amount  of  goodwill  acquired  with  cap- 
ital stock. 

Many  taxpayers  in  past  years  have  made  a  Excessive 
practice  of  writing  dovni  their  assets  to  a  nom-  ^on^JJJftten 
inal  figure,  or  during  prosperous  years  have  o£F  in  prior 
taken  excessive  depreciation.    Others  have  pur- 
sued the  policy  of  writing  off  to  expense  ad- 
ditions  and  betterments   to   their   properties. 
When  such  practices  have  been  followed,  the 
books  do  not  reflect  the  true  surplus,  and  ad- 
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justments  by  way  of  additions  may  be  claimed 
for  such  amounts  as  have  been  charged  to  sur- 
plus which  under  good  accounting  practice 
should  have  been  capitalized.  When  such  a 
claim  is  made,  the  Bureau  requires  sufficient 
details  to  clearly  substantiate  the  claim.  Where 
it  is  practicable,  the  following  data  and  infor- 
mation with  respect  to  such  adjustments  will  be 
of  assistance  in  supporting  such  claims : 

(a)  The  kind  of  property  on  account  of  which 
an  addition  is  claimed  and  whether  such 
property  was  in  existence  at  the  beginning 
of  the  taxable  year. 

(&)  Its  cost  and  whether  acquired  for  cash, 
tangible  property,  or  the  issue  of  stock. 

(c)  The  year  in  which  acquired. 

(d)  The  probable  life  after  acquirement. 

(e)  The  depreciation  written  off  each  year  since 

acquisition  of  the  property. 

(/)  The  amount  of  repairs  and  renewals  on 
account  of  such  property  with  a  view  to 
ascertaining  at  what  standard  of  efficiency 
the  property  was  maintained.  In  the  case 
of  renewals,  whether  these  were  charged 
against  the  reserve  for  depreciation,  to 
profit  and  loss  account,  or  to  an  asset 
account. 

(g)  In  the  light  of  the  information  obtained  from 
the  above,  a  statement  showing  the  proper 
amount  of  depreciation  which  should  have 
been  charged  to  profit  and  loss. 

(h)  The  amount  restored  to  invested  capital. 
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Schedule  B,  Form  1103,  and  Schedule  F,  Miscelia- 
Form  1120,  contain  provisions  for  miscella-  ?ustmem's. 
neous  adjustments.  Taxpayers  often  claim  ad- 
ditions under  these  schedules  that  are  not  war- 
ranted by  the  law  or  regulations,  for  instance, 
a  corporation  that  built  its  own  plant  at  a  cost 
of  $50,000,  estimated  a  contractor  would  have 
charged  $75,000  for  building  the  plant  and 
therefore  claimed  $25,000,  the  theoretical  sav- 
ing, as  an  addition  to  invested  capital.  Such  ad- 
ditions are  obviously  not  allowable  under  the 
law.  However,  if  the  taxpayer  could  show  that 
the  cost  as  reflected  by  the  books  was  incorrect 
due  to  the  fact  that  overhead  had  been  charged 
to  expense  instead  of  being  capitalized  as  part 
of  the  cost  of  building  the  plant,  such  over- 
head could  be  claimed  as  an  addition  to  invested 
capital  provided  adequate  proof  acceptable  to 
the  Commissioner  was  obtainable  to  satisfacto- 
rily substantiate  the  claim. 

Another  type  of  claim  often  made  is  for  an 
addition  to  invested  capital  on  account  of  the 
appreciation  of  assets  based  upon  their  earning 
power.  For  example.  Corporation  X  manufac- 
tures machine  tools,  and  due  to  the  fact  that  it 
has  been  able  to  construct  machines  to  do  a 
large  part  of  the  work  previously  performed  by 
hand,  its  profits  are  far  in  excess  of  those 
of  its  competitors  in  the  same  industry.  The 
corporation  has  been  earning  65  per  cent  on 
its  investment  whereas  its  competitors   have 
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been  earning  40  per  cent,  and  it  therefore  cap- 
italizes its  earnings  in  excess  of  the  average 
earned  by  its  competitors  and  claims  this  appre- 
ciation as  a  part  of  its  invested  capital.  Claims 
based  upon  the  above  theory  are  not  allowed. 
In  some  instances,  however,  such  cases  may  be 
considered  special  cases  and  a  request  may  be 
made  to  have  the  profits  tax  assessed  upon  the 
basis  of  the  average  tax  of  representative  cor- 
porations in  the  same  or  a  similar  line  of  busi- 
ness. This  feature  is  more  fully  outlined  in 
Chapter  V. 

Securities  are  sometimes  adjusted  on  the 
books  to  market  values.  Where  such  adjust- 
ments do  not  affect  taxable  net  income,  as  in 
the  case  of  a  dealer  in  securities,  an  adjustment 
of  invested  capital  should  be  made  in  an  amount 
equal  to  the  difference  between  the  actual  cost 
of  such  securities  and  their  book  value  at  the 
beginning  of  the  taxable  year. 

Intangible  assets,  except  patents,  acquired 
prior  to  March  3,  1917,  with  the  issue  of  cap- 
ital stock  are  limited  for  the  taxable  year 
1917  to  (a)  cash  value  at  date  of  acquisi- 
tion, (h)  the  par  value  of  the  stock  issued  for 
the  intangible  property,  or  (c)  20  per  cent  of 
the  outstanding  capital  stock  at  March  3,  1917, 
whichever  is  lowest. 

Under  the  Revenue  Act  of  1917,  patents  and 
copyrights  are  treated  in  a  separate  group  not 
classified  as  intangibles,  but  not  embracing  all 
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the  privileges  of  tangible  property.  Under  the 
Revenue  Act  of  1918,  patents  are  classed  as 
intangible. 

The  limitation  for  1918  and  subsequent  years 
in  the  case  of  intangibles  paid  in  for  stock  or 
shares  prior  to  March  3,  1917,  is  25  per  cent  of 
the  par  value  of  the  total  stock  or  shares  of  the 
corporation  outstanding  on  March  3, 1917.  For 
intangibles  acquired  on  or  after  March  3,  1917, 
the  limitation  is  25  per  cent  of  the  par  value 
of  the  total  stock  or  shares  of  the  corporation 
outstanding  at  the  beginning  of  the  taxable 
year.  In  no  case,  however,  may  the  total  exceed 
25  per  cent  of  the  par  value  of  the  total  stock 
or  shares  of  the  corporation  outstanding  at  the 
beginning  of  the  taxable  year.  The  value  at 
which  such  intangibles  may  be  included  in  in- 
vested capital  is  further  limited  to  their  cash 
value  at  date  of  acquisition,  and  to  the  par 
value  of  the  stock  issued  therefor. 

Intangible  property  purchased  after  March  3, 
1917,  with  shares  of  the  capital  stock  of  a  cor- 
poration may  in  no  instance  be  included  in  the 
invested  capital  of  the  purchasing  company 
under  the  Revenue  Act  of  1917  at  a  value  in 
excess  of  that  at  which  the  selling  company 
would  have  been  entitled  to  include  such  intan- 
gible property  in  its  invested  capital  under  the 
Revenue  Act  of  1917,  had  no  change  in  owner- 
ship occurred. 

Most  contracts  are  intangible  property  and  in  Contracts. 
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the  absence  of  a  ruling  to  the  contrary  by  the 
Commissioner  of  Internal  Revenue  should  be 
so  regarded  for  the  purpose  of  making  returns. 
Contracts  are  regarded  as  tangible  property 
only  when  they  relate  to  rights  in  tangible  prop- 
erty to  such  an  extent  that  their  value  arises 
chiefly  therefrom.  Leaseholds  and  casinghead 
gas  contracts  are  illustrative  of  the  class  of  con- 
tracts that  are  regarded  as  tangible  property. 
Often  a  taxpayer  attempts  to  set  up  or  appre- 
ciate patents  or  goodwill  in  connection  with  the 
payment  of  a  stock  dividend  or  of  a  credit  to 
surplus,  but  this  practice  is  incorrect  and  the 
entire  amount  of  such  items  thus  created  will  be 
disallowed. 

Taxpayers  often  include  in  invested  capital  a 
goodwill  valuation  up  to  the  prescribed  per  cent 
of  the  outstanding  capital  stock  at  March  3, 
1917,  or  of  the  total  outstanding  capital  stock 
at  the  beginning  of  the  taxable  year,  without 
any  proof  of  cash  value.  The  taxpayer,  how- 
ever, is  required  to  submit  data  supporting  the 
actual  cash  value  at  the  date  of  acquisition  of 
goodwill  or  patents  acquired  with  the  issue  of 
capital  stock. 
Methods  of  Some  of  the  methods  employed  in  determin- 
huangibies.  ^^S  or  testing  the  cash  value  at  acquisition  of 
intangible  property,  are  as  follows: 

(a)  Earning  capacity  of  the  predecessor's  busi- 
ness prior  to  acquisition  by  the  taxpayer. 
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(b)  Sale  of  capital  stock  of  the  taxpayer  at  or 

about  the  time  of  acquisition  of  the  good- 
will or  patent. 

(c)  The  earning  capacity  of  the  business  after 

the  acquisition  of  such  goodwill  or  patent. 

(d)  The  fair  market  value  of  the  capital  stock  as 

determined  by  the  assessment  of  the  capi- 
tal stock  tax. 

(e)  Cash  offers  for  the  sale  of  the  business. 
(/)  Known  sales  of  similar  property. 

The  difficulty  of  satisfactorily  determining 
the  cash  value  of  intangible  properties  has  been 
recognized  by  the  Bureau.  For  this  reason  the 
Bureau  has  not  laid  down  any  rigid  rules  to  be 
followed  in  such  determination.  The  above  are 
methods,  however,  which  have  been  found  satis- 
factory in  many  cases. 

Only  that  part  of  the  earnings  not  used  for 
establishing  the  value  of  patents  may  be  used 
in  establishing  the  value  of  goodwill.  In  estab- 
lishing the  value  of  goodwill  or  patents  on  the 
basis  of  earnings  it  is  customary  to  ascertain 
the  average  net  earnings  and  the  average  net 
tangible  assets  for  a  representative  period.  The 
excess  of  the  earnings  over  a  reasonable  return 
on  the  net  tangible  assets  (what  is  reasonable 
depending  of  course  upon  the  nature  and  hazard 
of  tHe  business  and  the  value  of  money  at  the 
time)  may  be  capitalized  at  a  reasonable  rate  to 
determine  the  value  of  the  intangibles.  In  more 
or  less  staple  lines  of  business  it  has  been  held 
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that  a  rate  of  net  income  of  8  per  cent  on  aver- 
age net  tangibles  and  15  per  cent  on  intangibles 
would  be  considered  reasonable. 

It  should  be  borne  in  mind  that  each  case 
must  be  decided  on  its  own  merits,  as  it  is  im- 
possible to  hold  to  any  hard  and  fast  rule  as 
a  basis  for  the  determination  of  the  value  of 
intangibles. 

Under  the  Revenue  Act  of  1917,  there  may 
be  included  in  invested  capital  tangible  prop- 
erty paid  in  for  stock  or  shares  prior  to  Janu- 
ary 1,  1914,  at  either  (a)  the  actual  cash  value 
of  such  properties  on  that  date,  or  (&)  the  par 
value  of  the  stock  or  shares  specifically  issued 
therefor,  whichever  is  lower. 

"When  tangible  property  paid  in  for  stock 
prior  to  January  1,  1914,  had  a  cash  value  at 
acquisition  which  was  less  than  par  value  of 
the  stock  specifically  issued  therefor,  but  has 
appreciated  in  value  since  the  time  of  its  acqui- 
sition so  that  its  cash  value  at  January  1,  1914, 
equals  or  exceeds  the  par  value  of  the  stock 
issued  therefor,  such  property  should  be  taken 
into  invested  capital  under  the  Revenue  Act  of 
1917  at  the  par  value  of  the  stock  issued  there- 
for less  depreciation  thereon  from  January  1, 
1914,  to  the  beginning  of  the  taxable  year.  If 
the  cash  value  at  January  1,  1914,  is  less  than 
the  par  value  of  the  stock  issued,  the  actual 
cash  value  at  January  1,  1914,  represents  the 
invested  capital  value  of  the  particular  asset 
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subject  to  an  adjustment  for  proper  deprecia- 
tion from  January  1,  1914,  to  the  beginning  of 
the  taxable  year.  The  taxpayer  should  be  care- 
ful not  to  include  in  the  computation  of  the 
cash  value  as  of  January  1,  1914,  of  the  assets 
originally  acquired  with  stock,  any  assets  ac- 
quired for  a  consideration  other  than  with  stock 
as  provided  for  in  this  paragraph.  This  pro- 
vision in  the  Revenue  Act  of  1917  does  not 
exist  in  the  Revenue  Act  of  1918. 

Tangible  property  paid  in  for  stock  or  shares  Acquisition 
on  or  after  January  1,  1914,  should  be  taken  January  i, 
into  invested  capital  under  the  Revenue  Act  of  '914. 
1917,  at  the  actual  cash  value  of  such  property 
at  the  time  of  payment  irrespective  of  the  par 
value  of  the  stock  or  shares  issued  therefor. 

Where  capital  stock  has  been  issued  for  such 
tangible  property  as  leaseholds,  contracts,  min- 
ing rights,  and  properties  of  like  nature,  the 
taxpayer  should  support  the  valuation  of  such 
property  as  of  the  date  of  acquisition  or  as  of 
January  1,  1914,  whichever  is  material. 

The  majority  of  taxpayers  have  claimed,  for 
1917  and  subsequent  years,  that  the  cash  value 
of  the  tangible  assets  paid  in  for  stock  and  en- 
tered on  the  books  at  the  par  value  of  the  stock 
issued  therefor  was  equal  to,  or  greater  than, 
the  par  value  of  the  stock.  In  such  cases  the 
taxpayer,  in  order  to  be  prepared  to  substan- 
tiate his  contention  that  no  appreciation  has 
been  included  in  the  accounts,  should  assemble 
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all  the  available  data  showing  proof  of  cash 
value.  Particular  scrutiny  is  given  to  cases 
where,  as  the  result  of  apparent  overcapitaliza- 
tion, the  excess  profits  tax  is  small  in  compari- 
son with  that  of  other  taxpayers  in  the  same 
industry. 
Methods  of  There  are  usually  several  ways  for  a  tax- 
valuations,  payer  to  justify  his  valuations.  Assessed  valu- 
ations for  local  tax  purposes  may  be  useful 
where  real  estate  is  the  property  in  question. 
Due  consideration,  however,  must  be  given  to 
the  percentage  of  actual  value  of  the  particular 
class  of  property  customarily  assessed  in  the 
given  locality.  Mortgages  or  bonded  indebt- 
edness secured  by  the  property,  and  well 
verified  cash  offers  for  the  property,  are 
of  significance.  Where  property  is  subject 
to  fire  risk,  the  amount  of  insurance  carried  is 
sometimes  an  important  item  of  evidence.  Re- 
corded sales  of  similar  property  in  the  same 
vicinity  may  be  offered  as  evidence.  Appraisals 
prepared  by  disinterested  experts  have  weight, 
but  the  taxpayer  should  be  able  to  show  that 
the  appraisers  were  expert  and  disinterested. 
The  proximity  of  the  time  such  appraisals  were 
made  to  the  date  as  of  which  the  appraisals 
were  made  has  an  important  bearing  upon  the 
weight  of  such  appraisals  as  evidence. 

In  certain  cases  the  valuation  of  tangible 
property  (as  entered  on  the  books)  paid  in  for 
stock  includes  patents,  goodwill  or  other  intan- 
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gible  assets.  In  such  cases  it  is  often  impos- 
sible to  satisfactorily  separate  the  values  of  the 
respective  classes.  Where  this  situation  ob- 
tains, a  claim  for  assessment  of  the  excess 
profits  tax  on  the  basis  of  Section  210  of  the 
Revenue  Act  of  1917,  in  accordance  with  Arti- 
cle 59,  Regulations  41,  or  the  profits  tax  for 
1918  and  subsequent  years  under  Sections  327 
and  328  of  the  Revenue  Act  of  1918,  Articles 
901  to  914,  Regulations  45  Revised,  may  be 
made. 

Where  treasury  or  donated  stock  exists,  the  Stock  re- 
question  arises  as  to  the  manner  in  which  such  the"orpora- 
stock  was  handled  in  the  accounts  of  the  com-  Hon  as  a 
pany  in  the  past.    If  the  par  value  of  the  stock  considera- 
returned  was  credited  to  a  surplus  account,  the  *J°njj"«" 
amount  thus  credited  to  surplus  does  not  repre-  less  than  its 
sent  actual  earned  surplus.    Therefore  the  sur-  P^"^^^^"*- 
plus  account  should  be  closely  scrutinized  (par- 
ticularly where  such  stock  was  sold  prior  to  the 
taxable  year)  to  determine  whether  surplus  has 
been  properly  adjusted  in  respect  to  treasury  or 
donated  stock.     Many  taxpayers  have  errone- 
ously handled  this  matter,  as  under  certain  cir- 
cumstances, because  of  the  arrangement  of  the 
return  forms,  it  has  been  very  easy  to  fall  into 
the  error  of  making  a  double  deduction  in  1917 
as  well  as  in  1918  on  account  of  treasury  or 
donated  stock. 

Where  a  reorganization  has  occurred  after 
March  3,  1917,  and  an  interest  or  control  of  50 
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per  cent  or  more  remains  in  the  same  persons, 
in  order  to  determine  any  appreciation  which 
may  have  resulted,  it  is  necessary  to  prepare 
balance  sheets  of  the  predecessor  and  the  pres- 
ent concern  immediately  prior  to  and  after  the 
date  of  reorganization,  respectively.  The  ac- 
counts on  these  balance  sheets  should  be  sim- 
ilarly classified  so  as  to  enable  a  ready  com- 
parison. 

With  respect  to  reorganizations  effected  after 
March  3,  1917,  the  statute  prescribes  a  limita- 
tion upon  the  invested  capital  value  in  the  new 
company  of  any  assets  taken  over  from  a  prede- 
cessor company  when  an  interest  of  50  per  cent 
or  more  in  such  assets  continues  in  the  same 
hands.  In  such  a  case  these  assets  may  not 
be  included  in  the  invested  capital  of  the  reor- 
ganized company  at  a  value  greater  than  that 
at  which  they  could  have  been  included  in  the 
invested  capital  of  the  predecessor  company. 
It  is  clear  that  the  intent  of  the  statute  was 
to  eliminate  the  possibility  of  increasing  in- 
vested capital  through  the  mere  changing  of 
the  form  of  organization  without  materially 
affecting  ownership. 

Frequently  inflation  is  introduced  on  the 
books  of  the  predecessor  or  vendor  before  the 
transfer.  It  then  becomes  necessary  to  make  an 
analysis  of  capital  and  surplus  accounts  of  such 
predecessor  or  vendor  from  the  date  when  the 
business  was  started  to  the  date  of  reorganiza- 
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tion  in  order  to  arrive  at  the  correct  invested 
capital  values  of  the  purchaser  or  successor 
business. 

Where  a  reorganization  or  change  in  owner-  Where  iir- 
ship  has  occurred  after  March  3,  1917,  and  the  excess  of 
control  of  more  than  50  per  cent  of  the  business   5°  per  cent 

^  changes 

has  changed  hands,  the  restrictive  clauses  of  hands. 
Article  50,  Regulations  41,  and  Article  941, 
Regulations  45  Revised,  outlined  above,  do  not 
apply.  Where  the  taxpayer's  assets  acquired 
for  stock  have  been  written  up  upon  such  a 
reorganization,  he  should  be  prepared  to  pre- 
sent proof  to  the  Bureau  that  such  appreciated 
value  represents  the  cash  value  at  the  time 
acquired. 

For  example,  the  value  of  Corporation  A's  illustration 
net  tangible  assets  for  invested  capital  pur-  application, 
poses  January  1,  1920,  is  $100,000,  the  value 
of  Corporation  B's  net  tangible  assets  for  in- 
vested capital  purposes  January  1,  1920,  is 
$75,000  and  the  value  of  Corporation  C's  net 
tangible  assets  for  invested  capital  purposes 
January  1,  1920,  is  $25,000.  The  stockholders 
of  the  above  three  corporations,  by  means  of 
blanket  deeds,  turned  over  on  January  1,  1920, 
all  their  assets  to  a  new  corporation  called  Com- 
pany X,  the  stockholders  of  each  of  the  Corpo- 
rations A,  B  and  C  agreeing  to  accept  stock  of 
Company  X  in  consideration  for  their  assets,  in 
an  amount  equal  to  the  cash  value  of  the  net 
tangible  assets  as  of  January  1,  1920,  of  each 
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corporation  entering  into  the  merger.  As  the 
result  of  an  appraisal,  Company  X  distributed 
its  capital  stock  on  the  following  basis: 

Cash  Value  Shares  Proportion 
of  Net  of  Com-  of  Entire 
Assets  pany  X                Stock 
Jan.  1,  1920  Stock  of  Corn- 
Received  pany  X 
Corporation  A             $160,000  1,600                    531^% 
Corporation   B               100,000  1,000                    33%% 
Corporation    C                40,000  400                   13^1% 

$300,000  3,000  100% 

As  Company  X  was  formed  as  the  result  of  a 
reorganization  after  March  3,  1917,  and  Corpo- 
ration A  stockholders  continue  to  have  an  in- 
terest in  excess  of  50  per  cent  in  the  assets  of 
Corporation  A  transferred  to  the  reorganized 
Company  X,  the  assets  received  from  Corpora- 
tion A  cannot  be  included  in  the  invested  cap- 
ital of  Company  X  at  a  greater  value  than 
they  could  have  been  included  in  Corporation 
A's  invested  capital  had  there  been  no  reor- 
ganization. 

The  invested  capital  values  of  Company  X 
would  be  computed  in  the  following  manner : 

Cash  value  of  Corporation  A's  net  assets,  January  1, 

1920 $160,000 

Less  appreciation  reflected  by  the  appraisal 60,000 

Invested  capital  value  of  Corporation  A's  net  assets, 

January  1,  1920  100,000 

Cash  value  of  Corporation  B's  net  assets,  January  1, 

1920    100,000 

Cash  value  of  Corporation  C's  net  assets,  January  1, 

1920    40,000 

Total  invested  capital  value  of  assets  of  Company  X, 

January  1,  1920 $240,00Q 
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It  should  be  noted  that  inasmuch  as  neither 
the  former  stockholders  of  Corporation  B  nor 
those  of  Corporation  C  own  50  per  cent  or  more 
of  the  capital  stock  of  Company  X,  the  cash 
value  of  the  net  tangible  assets  of  Corporations 
B  and  C  at  January  1,  1920,  are  not  reduced  to 
the  value  which  would  have  been  allowed  Corpo- 
rations B  and  C  for  the  purpose  of  computing 
invested  capital. 

If  Corporation  A's  stockholders  received  of 
the  capital  stock  of  Company  X  only  49  per 
cent,  Corporation  B's  stockholders  36  per  cent. 
Corporation  C's  stockholders  15  per  cent, 
then  the  limitations  effective  in  the  preceding 
example  would  not  apply,  as  an  interest  or 
control  of  50  per  cent  or  more  does  not  remain 
in  the  same  persons,  and  therefore  the  full  cash 
value  of  the  net  tangible  assets  of  the  entire 
group  as  of  the  date  of  acquisition  by  Company 
X  could  be  included  in  the  invested  capital  of 
Company  X. 

With  reference  to  Item  6,  Schedule  C,  Form  Apprecia- 
1103,  and  Item  5,  Schedule  G,  Form  1120,  cov-  allowable, 
ering  appreciation  of  property  acquired  with 
cash  or  other  tangible  property,  the  rule  is  that 
such  property  is  allowed  to  be  taken  into  in- 
vested capital  at  the  amount  of  cash  paid  there- 
for or  the  actual  cash  value  of  the  tangible  prop- 
erty paid  therefor  at  the  date  of  purchase.  The 
object  of  the  adjustment  provided  for  in  this 
item  is  to  eliminate  appreciation  of  a  kind  not 
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subject  to  income  tax  other  than  that  allowed 
under  Article  55,  Regulations  41,  under  the 
Revenue  Act  of  1917,  in  connection  with  tangi- 
ble property  paid  in  for  stock  prior  to  January 
1,  1914,  and  Articles  836,  837  and  868,  Reg- 
ulations 45  Revised,  under  the  Revenue  Act 
of  1918.  Such  appreciation  may  have  been  en- 
tered on  the  books  at  the  time  of  acquisition, 
or  may  have  been  so  entered  at  a  later  date 
as  the  result  of  an  appreciation  in  value  which 
has  occurred  since  acquisition.  Both  in  the 
latter  instance  and  in  the  case  of  property  ac- 
quired at  a  ** bargain"  price,  taxpayers  have 
erroneously  and  frequently  assumed  the  appre- 
ciation to  be  an  allowable  addition  to  invested 
capital  under  the  provisions  of  Article  63,  Regu- 
lations 41,  and  Articles  836  and  837,  Regula- 
tions 45  Revised. 

Where  property  has  been  purchased  with 
cash,  such  property  may  be  taken  into  invested 
capital  at  the  purchase  price  subject,  of  course, 
to  the  adjustments  provided  for  in  Item  7, 
Schedule  C,  Form  1103,  or  Item  6,  Schedule  G, 
Form  1120,  and  also  the  rare  instances  coming 
under  Article  63,  Regulations  41,  and  Articles 
836  and  837,  Regulations  45  Revised. 

In  many  instances,  inadequate  provision  has 
been  made  for  depreciation  in  years  prior  to 
the  taxable  year,  and  as  a  result  the  surplus  is 
overstated.  To  avoid  these  general  mistakes, 
the  taxpayer  should  strictly  adhere  to  the  pro- 
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visions  of  Articles  42  and  64,  Regulations  41, 
and  Article  839,  Regulations  45  R-evised. 
Although  in  the  case  of  obsolescence  the  tax-  Obsolete- 

ncss 

payer  could  not  in  his  income  tax  returns  for  Losses, 
years  prior  to  1918  make  provision  for  such 
obsolescence  as  was  anticipated,  he  should  re- 
duce the  surplus  by  any  loss  on  account  of  obso- 
leteness actually  sustained  prior  to  the  begin- 
ning of  the  taxable  year,  as  outlined  in  Article 
143,  Regulations  45.  The  same  procedure  ap- 
plies to  the  provision  for  losses;  the  surplus 
should  be  adjusted  by  losses  which  have  actually 
occurred  prior  to  th6  beginning  of  the  taxable 
year. 

Depreciation  should  invariably  be  considered  Deprecia- 
in  connection  with  repairs.  It  is  a  self-evident  Repairs, 
fact  that  a  plant  which  is  kept  in  first-class  con- 
dition by  reason  of  prompt  and  adequate  re- 
pairs does  not  depreciate  as  rapidly  as  a 
plant  which  is  made  to  produce  its  maximum 
output  regardless  of  its  state  of  efficiency.  As 
a  rule  plants  must  be  maintained  up  to  a  definite 
standard  of  efficiency  to  retain  their  value  as 
producing  units.  In  cases  where  all  repairs, 
temporary  and  permanent,  are  charged  to  ex- 
pense, the  taxpayer  must  of  necessity  employ  a 
low  rate  of  depreciation.  All  these  factors 
must  be  taken  into  consideration  in  determining 
what  adjustment  of  surplus  is  to  be  made  be- 
cause of  inadequate  or  excessive  provision  for 
depreciation. 
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inadmissi-  In  many  instances,  in  preparing  returns  for 
ble  assets,  -^g-^j^  taxpayers  have  failed  to  offset  their 
stocks,  bonds  (other  than  obligations  of  the 
United  States)  and  other  assets,  the  income 
from  which  is  not  subject  to  excess  profits  tax, 
with  the  corporation's  indebtedness,  but  have 
deducted  the  entire  amount  of  such  assets  from 
their  invested  capital.  The  directions  with  re- 
spect to  Item  8,  Schedule  C,  Form  1103,  have 
been  a  frequent  source  of  misunderstanding 
on  the  part  of  the  taxpayer.  Many  taxpayers 
have  failed  to  exclude  from  the  amount  of  lia- 
bilities the  portion  of  indebtedness  included  in 
invested  capital  for  1917  and  shown  as  Item  1, 
Schedule  B,  Form  1103.  There  have  also  been 
instances  where  corporations  included  their 
own  treasury  stock  as  an  inadmissible  asset 
through  erroneous  interpretation  of  the  regu- 
lations. 

Illustrations  of  inadmissible  assets  are 
stocks  in  domestic  corporations,  municipal 
and  state  bonds,  and  like  securities.  In  deter- 
mining the  excess  of  inadmissible  assets  over 
indebtedness,  the  taxpayer  should  eliminate 
from  the  inadmissible  assets  any  stocks  of  affi- 
liated companies  owned  by  the  company  whose 
operations  it  has  included  in  its  consolidated 
excess  profits  tax  return. 

If  the  average  total  of  the  inadmissible  assets 
for  the  full  year  is  equal  to  or  less  than  the 
average  total  of  indebtedness  for  the  full  year, 
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no  reduction  in  invested  capital,  under  the  Rev- 
enue Act  of  1917,  should  be  made.  If  the  for- 
mer total  is  in  excess  of  the  latter,  invested 
capital  must  be  reduced  by  the  amount  of  such 
excess. 

The  treatment  of  inadmissible  assets  under  ties  S^igiy 
the  Revenue  Act  of  1918  is  different  from  that  andigiS 
provided  for  in  the  Revenue  Act  of  1917.  As  has 
been  indicated  in  the  foregoing,  inadmissible 
assets  under  the  Revenue  Act  of  1917  are  con- 
sidered as  having  been  acquired  with  borrowed 
money.  For  this  reason,  only  the  excess  of  the 
average  of  inadmissible  assets  during  the  tax- 
able year  over  the  average  indebtedness  during 
the  taxable  year  is  taken  as  reducing  what 
would  otherwise  be  invested  capital. 

Under  the  Revenue  Act  of  1918,  the  theory  is 
that  inadmissible  assets  have  been  acquired 
ratably  with  the  proceeds  of  the  issue  of  capital 
stock,  with  surplus  and  with  borrowed  money. 
For  this  reason,  an  adjustment  by  way  of  a  de- 
duction is  made  from  what  would  otherwise  be 
invested  capital  in  an  amount  equal  to  that  pro- 
portion of  the  invested  capital  (computed  be- 
fore making  this  adjustment)  which  the  aver- 
age inadmissible  assets  during  the  year  bear  to 
the  average  total  assets  during  the  year. 

Oi'dinarily  these  averages  are  obtained  by 
taking  the  total  inadmissible  assets  (after  mak- 
ing adjustments  to  bring  these  inadmissible 
assets  to  the  correct  invested  capital  values)  at 

129 


FEDERAL  CORPORATE  INCOME  TAXES 


Inadmissi- 
bles  ac- 
quired out 
of  current 
earnings. 


Inadmissi- 
bles  partly 
admissibles. 


the  beginning  and  end  of  the  taxable  year  and 
dividing  by  two,  and  by  taking  the  total  assets, 
including  inadmissible  assets  (after  making  ad- 
justments to  bring  all  these  assets  to  the  cor- 
rect invested  capital  values),  at  the  beginning 
and  end  of  the  year  and  dividing  by  two. 
The  Bureau,  however,  requires  that  where  there 
has  been  a  substantial  change  during  the 
taxable  year  in  the  amount  of  inadmissible 
assets,  or  in  the  total  amount  of  admissible  and 
inadmissible  assets,  the  effect  of  such  change  be 
averaged  exactly  from  the  date  on  which  it  oc- 
curred. 

In  connection  with  the  adjustment  which  is 
required  to  be  made  because  of  inadmissible  as- 
sets under  the  1918  Act,  it  should  be  noted  that 
it  is  immaterial  whether  any  asset  was  acquired 
out  of  invested  capital,  or  out  of  profits  earned 
during  the  year,  or  with  borrowed  money.  Un- 
der the  1917  Act,  however,  no  adjustment  is  re- 
quired to  be  made  on  account  of  inadmissibles 
acquired  with  current  earnings. 

Where  the  income  derived  from  inadmissible 
assets  consists  in  part  of  profit  from  the  dis- 
position thereof  or  where  all  or  a  part  of 
the  interest  (tax  exempt)  derived  from  such 
assets  is  in  effect  included  in  net  income 
because  the  interest  paid  on  indebtedness  in- 
curred or  continued  to  purchase  or  carry  such 
assets  may  not  be  deducted  from  gross  income, 
a  corresponding  part  of  the  capital  invested  in 
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such  assets  is  deemed  to  be  admissible.  It 
should  be  noted,  however,  that  this  qualification 
with  respect  to  inadmissible  assets  applies  sep- 
arately to  each  issue  or  class  of  inadmissible 
securities  held  by  the  corporation. 

4.    Changes  in  Invested  Capital  During 
Taxable  Year 

Schedule  D,  Form  1103,  and  Schedule  H,  Changes  by 
Form  1120,  are  intended  to  bring  out  the  facts  ^^dittons. 
relative  to  any  capital  taken  out  of  the  business 
or  to  new  capital  put  into  the  business  during 
the  taxable  year.  Some  taxpayers  have  in 
the  past  reported  the  purchase  of  additional 
plant  or  equipment  as  an  addition  to  invested 
capital ;  this  is  obviously  only  a  change  from  a 
liquid  to  a  fixed  asset  and  therefore  does  not 
represent  an  addition  to  invested  capital.  Al- 
though a  holding  company  which  renders  a 
consolidated  excess  profits  tax  return  has  some- 
times reported  an  issue  of  capital  stock  by  a 
subsidiary  to  such  holding  company  as  an  addi- 
tion to  invested  capital,  it  is  evident  that  for  the 
consolidated  group  no  additional  capital  has  re- 
sulted unless  a  part  of  the  additional  stock  is- 
sued has  been  purchased  by  minority  interests. 

Where  payments  have  been  made  in  advance  Payments 
on  account  of  the  issue  of  capital  stock,  the  ^tpitai 
dates  of  such  payments  should  be  taken  as  the  stock. 
dates  of  the  increase  in  invested  capital,  rather 
than  the  dates  of  the  actual  stock  issue. 
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The  due  date  of  dividends  declared,  rather 
than  the  date  of  the  declaration  or  payment  of 
the  dividends,  is  the  factor  that  determines  the 
question  of  deduction  from  invested  capital, 
and  the  amount  thereof.  If  at  the  time  of  such 
due  date  the  earnings  of  the  year  in  which  the 
dividend  was  due  have  been  sufficient  to  meet 
the  amount  of  dividends  due,  the  entire  surplus 
carried  forward  from  the  previous  year  may  be 
treated  as  a  continuing  portion  of  the  invested 
capital  of  the  corporation,  under  the  Revenue 
Act  of  1917. 

If  the  due  date  of  payment  of  a  dividend  is 
within  the  first  sixty  days  of  the  year,  for  the 
purpose  of  the  Revenue  Act  of  1918  the  divi- 
dend will  be  deemed  to  have  been  paid  out  of 
the  earnings  or  income  of  the  preceding  taxable 
years  to  the  extent  of  the  surplus  and  undivided 
profits  as  of  the  beginning  of  the  taxable  year. 
If  the  due  date  is  after  the  expiration  of  the 
first  sixty  days  of  the  year,  the  dividend  will 
be  deemed  to  have  been  paid  out  of  the  earnings 
or  income  of  the  taxable  year  to  the  extent  of 
the  net  income  available  for  distribution  on  the 
due  date  of  payment. 

The  amount  of  Federal  income  taxes  due  for 

1916  should  be  taken  out  of  invested  capital  for 

1917  for  the  proportionate  part  of  the  taxable 
period  remaining  after  the  date  when  the  tax 
was  due  and  payable.    For  example:  Company 


A's  1916  Federal 


income 
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$3,600,  and  as  the  return  was  filed  on  the  cal- 
endar year  basis,  the  date  the  tax  was  due  and 

payable  was  June  15,  1917.    The  amount  to  be   Under  the 

1917  Law. 
deducted  under  Schedule  D,  Form  1103,  for  the 

taxable  year  1917,  is  $3,600  prorated  for  6  16-30 
months,  which  is  the  proportionate  part  of  the 
year  remaining  after  the  tax  was  due  and  pay- 
able. It  is  assumed  in  this  case  that  the  1916 
taxes  were  not  accrued  and  deducted  from  gross 
income  for  1916. 

Computations  of  the  above  nature  under  the  Under  the 
1918  Regulations  are  on  the  daily  rather  than 
the  monthly  basis  and  ^"%65  X  the  1917  tax 
due  would  represent  the  amount  to  be  deducted 
from  invested  capital  for  1918  in  the  case  of  a 
company  filing  on  the  basis  of  the  calendar  year. 

For  1919  and  subsequent  years,  each  quarter- 
ly installment  of  the  tax  should  be  prorated  on 
the  basis  of  the  number  of  days  in  the  period 
from  the  due  date  of  the  installment  to  the  end 
of  the  taxable  year.  In  case  a  taxpayer  is  re- 
porting on  the  calendar  year  basis  the  computa- 
tion may  be  simplified  by  deducting,  under 
Schedule  H,  42.260274  per  cent  (42.144809  per 
cent  in  leap  years)  of  the  amount  of  Federal 
income  and  profits  taxes  payable  for  the  pre- 
ceding year. 

Article  857  of  Regulations  45  specifically  out-  Method  of 
lines   the  manner   or  method  of  determining  avalSl?"^ 
available  net  income  for  distribution.    In  com-  net  income, 
puting  the  available  net  income  for  distribution, 
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the  accrued  Federal  income,  excess  profits  and 
war  profits  taxes  must  first  be  deducted  from 
the  aggregate  earnings  up  to  the  date  the  divi- 
dend is  payable.  In  cases  where  the  amount  of 
the  dividend  payable  exceeds  the  difference  be- 
tween the  undistributed  earnings  of  the  tax- 
able year  accrued  prior  to  the  due  date  of  the 
dividend  and  the  accrued  Federal  income  and 
profits  taxes  on  all  earnings  accrued  prior  to 
that  date,  the  amount  of  the  dividend  in  excess 
of  net  income  available  for  distribution  will  be 
prorated  and  deducted  for  the  remainder  of 
the  taxable  year  from  the  surplus  carried  for- 
ward from  the  previous  year. 

The  following  illustration  shows  the  manner 
in  which  the  available  net  income  should  be  de- 
termined in  such  cases: 

Capital  stock  January  1,  1919  $400,000.00 

Surplus  January  1,  1919    100,000.00 

Invested  capital  January  1,  1919   $500,000.00 

Total  earnings  for   1919    120,000.00 

Dividend  paid  April  1,  1919  40,000.00 

Proportionate  part  of  earnings  to  April  1,  1919. . .        30,000.00 
Income  and  profits  taxes  to  April  1,  1919,  as  com- 
puted below   7,403.83 

Computation  of  Income  and  Excess  Profits  Tax 
Excess  profits  credit : 

8%  of  $500,000  invested  capital $40,000.00 

Specific  exemption    3,000.00 

Excess  profits  credit   $43,000.00 

i  

Proportion  of  credit  to  April-  1,    1919, 

9%e5  of  $43,000 $10,602.74 

Invested  capital  applicable  to  the  period 

from  January  1,  1919,  to  April  1,  1919, 

9%65  of  $500,000 123,287.67 
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COMPXJTATION  OF  TAXES 

20%  of  invested  capital $24,657.53 

Less  excess  profits  credit...    10,602.74 

Amount  subject  to  20%  tax. $14,054.79  $2,810.96 

Amount  subject  to  40%  tax.     5,342.47  2,136.98 

Total  excess  profits  tax $4,947.94 

Income  to  April  1,  1919 $30,000.00 

Less  excess  profits 

tax $4,947.94 

Exemption     ^65 

of  $2,000 493.15 

6,441.09 


Taxable  at  10% $24,558.91  2,455.89 


Total  income  and  excess  promts  tax $7,403.83 

Amount    of    dividend    payable    April    1, 

1919   $40,000.00 

Net    amount    of    Income    to 

April  1,  1919 $30,000.00 

Less  taxes  accrued  to  April 

1,   1919    7,403.83 


Net  income  available  for  dividend 22,596.17 


Dividend  considered  to  have  been  paid 

out  of  surplus  January  1,  1919 $17,403.83 

Amount  to  be  deducted  from  invested 
capital  under  Schedule  H,  Form  1120: 
27%g5  of  $17,403.83 $13,112.47 

It  should  be  noted  that  where  the  Bureau, 
because  of  erroneous  treatment  of  dividends 
paid,  has  to  make  adjustments  in  Schedule  D, 
Form  1103  for  1917,  in  the  case  of  a  corporation, 
the  income  tax  returns  of  the  various  stock- 
holders will  probably  have  to  be  amended. 

Where  a  corporation  purchases  its  own  stock 
during  the  taxable  year  no  deduction  therefor 
is   required   to   be   made   in   determining  the 
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changes  in  invested  capital  during  the  taxable 
year,  provided  the  corporation  can  satisfac- 
torily show  that  such  stock  was  acquired  with 
available  earnings  of  the  taxable  year. 

A  stock  dividend  does  not  constitute  a  change 
in  invested  capital,  since  it  is  merely  a  transfer 
from  surplus  to  capital  stock  account. 
^  In  cases  where  the  stockholders  of  the  corpo- 

ration have  been  assessed  and  such  assessments 
paid  in  during  the  taxable  year,  these  payments 
should  be  considered  as  additions  to  invested 
capital  for  the  period  from  the  dates  thus  paid 
in  to  the  close  of  the  taxable  year. 

5.    Deduction  from  Net  Income  to  Determine 
^  Amount  Subject  to  Profits  Tax 

Under  the  Each  Corporation  having  income  subject  to 
Ac^of^giy.  excess  profits  tax  for  the  taxable  year  1917, 
may  deduct  from  the  amount  of  its  taxable  in- 
come, a  specific  exemption  of  $3,000,  plus  an 
amount  equal  to  not  less  than  7  per  cent  and 
not  more  than  9  per  cent  of  the  amount  of  its 
invested  capital.  In  the  case  of  individuals 
and  partnerships,  the  specific  exemption,  in- 
stead of  being  $3,000,  is  $6,000. 

If  the  corporation  was  not  in  existence  dur- 
ing the  whole  of  at  least  one  of  the  calendar 
years  1911,  1912  and  1913,  designated  by  the 
Act  of  October  3,  1917,  as  the  pre-war  period, 
and  has  not  succeeded  to  the  control  of  a  busi- 
ness which  was  carried  on  during  any  one  or 
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more  of  these  years,  the  deduction  is  an  amount 
equal  to  8  per  cent  of  the  amount  of  the  in- 
vested capital,  in  addition  to  the  specific  exemp- 
tion. If  the  corporation  or  a  predecessor  busi- 
ness was  in  existence  during  the  whole  of  at 
least  one  of  the  pre-war  years  the  deduction,  in 
addition  to  the  specific  exemption  of  $3,000,  is 
an  amount  equal  to  the  same  percentage  of  the 
invested  capital  for  the  taxable  year  as  the 
average  net  income  during  the  pre-war  period 
was  of  the  average  invested  capital  during  that 
period,  provided  that  if  such  percentage  was 
less  than  7  per  cent  the  deduction  is  to  be  com- 
puted at  the  rate  of  7  per  cent,  and  if  more  than 
9  per  cent  it  is  to  be  computed  at  the  rate  of 
9  per  cent. 

The  date  that  a  business  was  established  is  Basis  for 
sufficient  to  determine  whether  the  concern  is 
entitled  to  an  8  per  cent  deduction  for  1917  or 
must  base  its  deduction  on  the  pre-war  showing. 
In  the  case  of  one  company  which  was  incorpo- 
rated in  the  latter  part  of  1912  but  did  not  actu- 
ally commence  business  until  1914,  the  Bureau 
ruled  that  the  company  was  not  entitled  to  a 
deduction  of  8  per  cent,  as  it  was  in  existence 
during  at  least  one  full  year  of  the  pre-war 
period. 

Where  there  was  a  pre-war  existence  but  no 
pre-war  data  is  given,  the  deduction  allowed  is 
7  per  cent  under  the  excess  profits  tax  law  of 
October  3,  1917.    Where  pre-war  earnings  are 
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Under  the 
Revenue 
Act  of  igi8. 


Changes  in 

invested 

capital, 

pre-war 

period. 


shown  tp  be  greatly  in  excess  of  9  per  cent, 
accurate  pre-war  data  is  relatively  unimpor- 
tant, as  the  taxpayer  is  limited  to  9  per  cent. 

However,  for  the  year  1918,  the  pre-war  data 
is  of  very  great  importance,  since  the  war 
profits  credit  for  that  year  is  $3,000,  plus  the 
average  net  income  for  the  pre-war  period,  and 
plus  (or  minus)  10  per  cent  of  the  increase  (or 
decrease)  in  invested  capital  for  the  taxable 
year,  as  compared  with  the  average  pre-war  in- 
vested capital. 

In  a  number  of  cases  corporations  have  shown 
a  tendency  to  value  assets  during  the  pre-war 
period  on  a  basis  other  than  that  used  in  the 
taxable  year.  Where  such  different  bases  are 
used,  adjustments  should  be  made  on  account 
of  the  invested  capital  values  of  such  assets  for 
each  pre-war  year  affected  so  as  to  value  such 
assets  upon  the  correct  basis  both  for  the  pre- 
war period  and  for  the  taxable  year. 

It  is  important  that  the  taxpayer  handle 
changes  in  invested  capital  during  the  pre-war 
period  in  the  same  manner  as  changes  in  the 
taxable  year. 

Many  taxpayers  have  treated  dividends  paid 
out  in  the  pre-war  period  as  a  reduction  of  in- 
vested capital  at  the  beginning  of  the  year, 
while  dividends  paid  out  during  the  taxable 
year  are  prorated  as  of  the  date  of  payment. 
The  result  is  that  the  invested  capital  in  the 
pre-war  period  is  reduced  and  the  percentage 
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of  pre-war  earnings  to  invested  capital  is  cor- 
respondingly increased.  Of  course  this  is  ma- 
terial only  where  the  pre-war  earnings,  whether 
correctly  or  incorrectly  computed,  range  from 
a  percentage  above  7  per  cent  to  not  more  than 
9  per  cent  for  1917,  or  are  in  excess  of  10  per 
cent  of  the  invested  capital  in  1918. 

The  rule  expressed  in  Article  845,  Regula- 
tions 45,  that  Federal  income  taxes  are  deemed 
to  be  paid  out  of  earnings  of  the  year  for  which 
levied,  applies  to  any  year  of  the  pre-war  period 
as  well  as  to  the  taxable  year.  In  such  cases, 
the  amounts  payable  in  a  succeeding  year  on 
account  of  such  taxes  may  be  included  in  the 
computation  of  invested  capital  until  due  and 
payable.  It  should  be  remembered  that  during 
the  pre-war  period  the  due  date  of  such  taxes 
was  June  30  of  the  year  following  that  to  which 
the  tax  applied. 

In  computing  the  average  net  income  for  the  Average  net 
pre-war  period,  a  year  in  which  a  loss  occurred  p"e?war 
should  be  included,  but  the  net  loss  for  such  period, 
year  should  be  counted  merely  as  zero  and  no 
deduction  should  be  made  for  the  loss.    For  ex- 
ample, if  in  1911  there  was  a  net  income  of 
$12,000,  and  in  1912  a  loss  of  $12,000,  and  in 
1913  a  net  income  of  $12,000,  the  average  net 
income  of  the  three  years  for  profits  tax  pur- 
poses would  be  $8,000. 


X39 


FEDERAL  CORPORATE  INCOME  TAXES 

6.    Balance  Sheets 

Taxpayers  should  make  certain  that  balance 
sheets  accompanying  the  tax  returns  reconcile 
with  those  shown  by  the  books.  They  should 
be  prepared  to  present  for  the  inspection  of  the 
agents  of  the  Bureau  copies  of  the  trial  bal- 
ances and  other  working  papers  used  in  making 
up  the  return. 

It  is  often  more  convenient  to  make  certain 
adjustments  in  the. balance  sheets  than  to  show 
these  adjustments  in  the  several  schedules  of 
the  return.  Below  is  an  illustration  of  the  form 
in  which  such  a  balance  sheet  might  be  pre- 
pared : 

JOHN  DOE  COMPANY 
Balance  Sheet,  December  31,  1917 

Book  Adjustments       Corrected 

Assets:  Balance     Debit        Credit     Balance 

Cash    (including  cash  on 
hand  and  in  banks ) . . . 
Trade  accounts  and  notes 
receivable    ( before    de- 
ducting    reserve     for 

losses )     

Other  accounts  and  notes 
receivable  (to  be  classi- 
fied)    

Inventories : 

Raw  materials  .... 
Work  in  progress .  .  . 
Finished  products  . . 

Supplies 

Investments  (to  be  clas- 
sified)     

Loans  and  advances: 

To    officers    and    em- 
ployees      

To  others   

Deferred  charges 
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Original        Adjustments       Corrected 
Balance    Debit        Credit    Balance 


Fixed  assets: 

Land    

Buildings    

Machinery    

Tools  and  minor 
equipment     

Delivery   equipment . 

Office  furniture   .... 

Other  (state  charac- 
ter)     

Patents,  goodwill,  and 
other  intangible  assets : 

Paid  for  in  cash .... 

Paid  for  in  stock. . . 

Entered  on  books  by 
stock  dividend  . . . 
Discount : 

On  bonds    ' 

On  stock  

Total    

Liabilities  and  Capital: 
Notes  payable: 

To  officers  and  stock- 
holders     

To  others  (including 

bank  loans)    

Accounts  payable: 

Trade  

Others  

Accrued  expenses    

Reserve  for  losses  on 
notes  and  accounts  re- 
ceivable   

Reserves  for  depreciation 

and  depletion 

Reserve  for  contingencies, 
etc.,  the  charges  cre- 
ating which  are  not 
allowable  deductions 
from  income  (to  be  de- 
tailed )     

Capital    stock    outstand- 
ing' (to  be  classified)  . . 
Surplus     and     undivided 

profits   

Total    
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PERTAINING   TO   SPECIAL  PROVISIONS 


"  Cushion ' 
provisions 
of  the  in- 
come and 
profit  tax 
law. 


1.  Consolidated  Returns  of  Affiliated  Corporations — 2.  As- 
sessment of  Profits  Tax  by  Comparison  with  Representative 
Concerns — 3.  Nominal  Capital  and  Personal  Service  Corpora- 
tions— 4.  Corporations  Conducting  Partly  Personal  Service 
Business 

I.    Consolidated  Returns  of  Affiliated 
Corporations 

Of  particular  interest  in  connection  with  prob- 
lems of  Federal  taxation  is  the  development  of 
the  equity  features  or  '* cushion"  provisions  of 
the  income  and  profits  tax  law  appearing  in  the 
Revenue  Act  of  1918.  Among  the  *' cushion"  or 
equity  provisions  referred  to  will  be  found  the 
provisions  dealing  with  amortization,  obsoles- 
cence, net  losses,  determination  of  the  profits 
tax  on  the  basis  of  representative  concerns, 
taxation  of  personal  service  corporations  and 
partly  personal  service  corporations,  and  in 
the  case  of  affiliated  corporations,  determina- 
tion of  the  income  and  profits  tax  on  the  basis 
of  a  consolidated  return.  Some  of  these  equity 
provisions  also  exist  in  the  Revenue  Act  of  1917. 
This  chapter  deals  with  the  following  classes 
of  cases:  (a)  Affiliated  corporations,  {b)  cor- 
porations assessable  on  the  basis  of  representa- 
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tive  concerns,  (c)  nominal  capital  and  personal 
service  corporations,  and  (d)  partly  personal 
service  corporations. 

The  intent  of  Congress  in  writing  the  provi- 
sions with  respect  to  consolidated  returns  of 
affiliated  corporations  is  revealed  in  the  fol- 
lowing extract  from  Report  of  Senate  Commit- 
tee on  Finance  December  6,  1918,  on  the  Rev- 
enue Bill  of  1918 : 

**  Provision  has  been  made  in  section  240  for  a  con-  Intent  of 
solidated  return,  in  the  ease  of  affiliated  corporations,  ,y°th^"s^, 
for  purposes  both  of  income  and  profits  taxes.     A  toconsoli- 
year's  trial  of  the  consolidated  return  under  the  ex-  ^f^^^f^^ 
isting  law  demonstrated  the  advisability  of  conferring 
upon  the  Commissioner  explicit  authority  to  require 
such  returns. 

"So  far  as  its  immediate  effect  is  concerned  consol- 
idation increases  the  tax  in  some  cases  and  reduces  it 
in  other  cases,  but  its  general  and  permanent  effect  is 
io  prevent  evasion  which  cannot  he  successfully 
blocked  in  any  other  way.  Among  affiliated  corpora- 
tions it  frequently  happens  that  the  accepted  inter- 
company accounting  assigns  too  much  income  or  in- 
vested capital  to  Company  A  and  not  enough  to  Com- 
pany B.  This  may  make  the  total  tax  for  the  cor- 
poration too  much  or  too  little.  If  the  former,  the 
company  hastens  to  change  its  accounting  method ;  if 
the  latter,  there  is  every  inducement  to  retain  the  old 
accounting  procedure  which  benefits  the  affiliated  in- 
terests, even  though  such  procedure  was  not  originally 
adopted  for  the  purpose  of  evading  taxation.  As  a 
general  rule,  therefore,  improper  arrangements  which 
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increase  the  tax  will  he  discontinued,  while  those  which 
reduce  the  tax  will  he  retained. 

"Moreover,  a  law  which  contains  no  requirement 
for  consolidation  puts  an  almost  irresistible  premium 
on  a  segregation  or  a  separate  incorporation  of  activ- 
ities which  would  normally  be  carried  as  branches  of 
one  concern.  Increasing  evidence  has  come  to  light 
demonstrating  that  the  possibilities  of  evading  taxa- 
tion in  these  and  allied  ways  are  becoming  familiar 
to  the  taxpayers  of  the  country.  While  the  committee 
is  convinced  that  the  consolidated  return  tends  to 
conserve,  not  to  reduce,  the  revenue,  the  committee 
recommends  its  adoption  not  primarily  because  it 
operates  to  prevent  evasion  of  taxes  or  because  of  its 
effect  upon  the  revenue,  but  hecause  the  principle  of 
taxing  as  a  business  unit  what  in  reality  is  a  husiness 
unit  is  sound  and  equitable  and  convenient  both  to 
the  taxpayer  and  to  the  Government. ' ' 

Section  240(b)  of  the  Revenue  Act  of  1918 
provides  that  ''two  or  more  domestic  corpora- 
tions shall  be  deemed  to  be  affiliated  (a)  if  one 
corporation  owns  directly  or  controls  through 
closely  affiliated  interests  or  by  a  nominee  or 
nominees  substantially  all  the  stock  of  the  other 
or  others,  or  (6)  if  substantially  all  of  the  stock 
of  two  or  more  corporations  is  owned  or  con- 
trolled by  the  same  interests. ' ' 

Article  633  of  Regulations  45  states  that  ''the 
words  'substantially  all  the  stock'  cannot  be  in- 
terpreted as  meaning  any  particular  percent- 
age, but  must  be  construed  according  to  the 
facts  of  the  particular  case."    It  sets  forth  the 
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rule,  however,  that  "the  owning  or  controlling 
of  95  per  cent  or  more  of  the  outstanding  voting 
capital  stock  (not  including  stock  in  the  treas- 
ury) at  the  beginning  of  and  during  the  taxable 
year  will  be  deemed  to  constitute  an  affiliation 
within  the  meaning  of  the  statute"  and  it  fur- 
ther states  that  **  consolidated  returns  may, 
however,  be  required  even  though  the  stock  own- 
ership is  less  than  95  per  cent." 

The  requirement  is  therefore  made  that 
''when  the  stock  ownership  or  control  is  less 
than  95  per  cent,  but  in  excess  of  50  per  cent,  a 
full  disclosure  of  affiliations  should  be  made 
showing  all  pertinent  facts,  including  the  stock 
owned  or  controlled  in  each  subsidiary  or  affili- 
ated corporation  and  the  percentage  of  such 
stock  owned  or  controlled  to  the  total  stock  out- 
standing." When  all  the  facts  are  before  the 
Commissioner,  the  determination  will  be  made 
as  to  the  propriety  of  permitting  or  requiring 
the  filing  of  a  consolidated  return. 

That  this  determination  in  the  case  where  Whencom- 
the  ownership  or  control  is  less  than  95  per  Si*po°^ck 
cent  of  the  total  voting  stock  outstanding  is  not  is  less  than 
a  simple  matter  is  readily  apparent  by  refer-      ^ 
ence  to  the  "Affiliated  Corporations  Question- 
naire," which  is  required  to  be  filed.    A  great 
nundber  of  facts  have  to  be  taken  into  considera- 
tion depending  upon  the  particular  case.    Be- 
cause of  the  fact  that  consolidation  sometimes 
increases  the  tax  and  sometimes  decreases  the 
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tax,  the  decision  to  consolidate  or  not  to  con- 
solidate is  of  vital  importance  to  the  taxpayer 
as  well  as  to  the  Government.  The  Bureau  has 
again  and  again  stated  that  it  is  not  interested 
in  whether  the  consolidation  increases  or  de- 
creases the  tax,  but  is  interested  only  in  the 
propriety  of  requiring  a  consolidated  return  as 
the  result  of  the  determination  that  two  or  more 
corporations  are  ^'affiliated"  within  the  mean- 
ing of  the  statute.  It  is  therefore  advisable 
to  discuss  some  of  the  features  which  have  to  be 
considered  before  the  conclusion  can  be  reached 
that  two  or  more  corporations  are  ** affiliated" 
in  cases  where  the  ownership  or  control  is  less 
than  95  per  cent  of  the  total  voting  stock  out- 
standing. 

There  are  three  well-defined  classes  of  affilia- 
tions, which  for  convenience  can  be  referred  to 
as  Class  A,  Class  B  and  Class  C.  Affiliations 
in  Class  A  are  those  in  which  the  ownership 
or  control  of  the  stock  of  one  or  more  corpora- 
tions is  in  another  corporation,  commonly 
known  as  the  ''parent"  or  "holding"  corpora- 
tion. These  affiliated  corporations,  in  common 
parlance,  are  in  the  relationship  of  ' '  parent  and 
child."  Class  B  affiliations  are  those  in  which 
the  ownership  or  control  of  the  stock  of  two  or 
more  corporations  is  vested  in  the  same  inter- 
ests. By  the  "same  interests"  is  meant  the 
same  individual  or  individuals,  the  same  part- 
nership or  partnerships,  or  the  same  corpora- 
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tion  or  corporations,  or  any  combination  of 
these.  These  affiliated  corporations,  in  common 
parlance,  are  in  the  relationship  of  ''brother 
and  brother."  Class  C  affiliations  are  those  Class C. 
which  combine  the  features  of  Class  A  and 
Class  B  affiliations.  For  the  purpose  of  this 
discussion  it  will  be  sufficient  to  refer  only  to 
Class  A  and  Class  B  affiliations. 

It  is  to  be  noted  that  the  law  makes  no  dis- 
tinction between  the  different  cases  but  applies 
to  each  the  one  test  of  ownership  or  control  of 
substantially  all  the  stock.  The  underlying 
basis  of  the  statutory  provision  is,  of  course, 
not  so  much  the  ownership  of  the  stock  in  itself 
as  it  is  the  control  arising  from  such  ownership. 

As  stated  in  Article  G31  of  Regulations  45,  Consolida- 
"the  provision  of  the  Statute  requiring  affiliated  Jhe"ievying 
corporations  to  file  consolidated  returns  is  based  of  a  ^^^  o" 
upon  the  principle  of  levying  the  tax  according  corpora- 
to  the  true  net  income  and  invested  capital  of  a  **°"^  °"  *.*** 

S3.m6  D3S1S 

single  business  enterprise,  even  though  the  bus-  as  a  single 
iness  is  operated  through  more  than  one  cor-  enterprise, 
poration. ' ' 

If  a  consolidated  return  were  neither  required 
nor  permitted  for  a  group  of  affiliated  corpo- 
rations, the  result  in  tax  based  on  single  cor- 
porate returns  would  be  in  most  cases  entirely 
artificial  and  would  be  inequitable  from  the 
viewpoint  of  either  the  Government  or  the  tax- 
payer. In  such  a  group  of  affiliated  corpora- 
tions, it  would  be  possible  to  shift  income  or  in- 
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vested  capital,  or  both,  from  one  corporation  to 
another  with  a  view  to  reducing  the  tax,  or  the 
mere  accidental  manner  in  which  the  business  of 
the  respective  affiliated  corporations  in  a  group 
was  conducted  might  result  in  imposing  an  arti- 
ficial and  excessive  tax.  Where  substantially  all 
the  stock  of  one  corporation  is  owned  by  an- 
other, even  though  the  business  of  the  subsidi- 
ary corporation  is  different  from  that  of  the 
parent,  the  two  are  in  the  same  relation  to  each 
other  as  any  single  department  of  a  department 
store  is  to  the  entire  store,  and,  therefore,  the 
two  corporations  are  in  effect  a  single  business 
enterprise. 

The  situation,  however,  is  not  always  the 
same  where  the  ownership  or  control  of  two  or 
more  corporations  lies  in  the  same  interests,  and 
it  would  appear  that  the  Bureau  of  Internal 
Revenue  would  ordinarily  be  justified  in  requir- 
ing a  larger  percentage  of  direct  ownership  or 
control  of  the  voting  stock  in  such  instances 
before  making  assessment  of  the  tax  on  the 
basis  of  a  consolidated  return.  In  addition,  in 
Class  B  cases  before  a  consolidated  return  is 
permitted  or  required,  the  Bureau  must  be 
shown  that  the  stock  ownership  or  control  of 
the  respective  companies  is  in  substantially  the 
same  proportion  in  all  of  the  affiliated  corpo- 
rations. Without  this  latter  requirement,  no 
analogy  could  be  found  between  Class  A  and 
Class  B  cases.    In  Class  A  cases,  because  of 
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the  ownership  of  the  stock  of  the  parent  or 
holding  corporation,  the  stockholders  of  such 
parent  or  holding  corporation  have  the  same 
proportionate  interest  in  each  of  the  subsidiary 
companies  as  they  have  in  the  parent  corpora- 
tion. In  Class  B  cases  unless  this  similarity  of 
interests  prevails,  it  cannot  be  said  that  the 
corporations  represent  a  single  business  enter- 
prise analogous  to  a  department  store,  and  it 
could  hardly  be  expected  that  there  would  be 
sufficient  shifting  of  income  or  invested  capital 
to  require  consolidated  returns. 

While  reference  is  made  to  the  power  of  arbi- 
trarily shifting  income  or  invested  capital,  the 
statute  does  not  make  this  power  a  basis  for 
determining  whether  two  or  more  corporations 
are  affiliated  for  the  purpose  of  requiring  a  con- 
solidated return.    Neither  does  the  statute  make  Control  of 
the  control  of  the  management  or  operations  of  ment  not 
two  or  more  corporations  the  basis.    In  fact,  the  deciding 
ownership  of  over  50  per  cent  of  the  voting  determining 
stock  of  one  corporation  by  another  would  ordi-  ofconsofj. 
narily  be  sufficient  to  give  the  parent  corpora-  dation. 
tion  the  control  of  the  management  and  opera- 
tion of  the  subsidiary  corporation  and  would 
permit  the  parent  corporation  to   arbitrarily 
shift    income    or    invested    capital    (perhaps 
against  the  wishes  of  the  minority  interest  in 
the  subsidiary  company)  from  the  parent  com- 
pany to  a  subsidiary  or  vice  versa.    Had  it  been 
the  purpose  of  Congress  to  require  consolidated 
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returns  in  cases  where  one  corporation  controls 
the  operation  or  management  of  another,  it 
would  have  been  sufficient  to  have  provided 
that  when  one  corporation  owns  directly  or 
controls  through  closely  affiliated  interests  or 
by  nominee  or  nominees  50  per  cent  of  the  vot- 
ing stock  of  the  other  or  others,  or  if  50  per 
cent  of  the  stock  of  two  or  more  corporations 
is  owned  or  controlled  by  the  same  interests, 
a  consolidated  return  would  be  required. 

The  test  which  Congress  did  provide  in  Sec- 
tion 240  as  a  basis  for  consolidation  was  the 
ownership  or  control  of  substantially  all  the 
stock.  The  statute  itself  makes  no  distinction 
as  to  the  class  or  amount  of  stock.  The  regu- 
lations, having  in  mind  the  history  and  develop- 
ment of  consolidated  returns,  refer  to  the  own- 
ership or  control  of  over  95  per  cent  of  the 
outstanding  voting  stock  as  being  sufficient  for 
the  requirement  of  a  consolidated  return.  Else- 
where (Article  631)  the  regulations  emphasize 
the  fact  that  the  single  business  enterprise, 
even  though  operated  through  more  than  one 
corporation,  is  the  basis  of  the  requirement  of  a 
consolidated  return. 

The  rulings,  as  established  by  the  Bureau  of 
Internal  Revenue  for  1917  and  1918,  are  prac- 
tically the  same  with  the  exception  that  in  1917 
public  service  corporations,  operated  independ- 
ently and  not  physically  connected  or  merged, 
were  not  required  to  file  consolidated  returns. 
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A  public  utility  corporation,  however,  owned 
by  an  industrial  corporation  and  operated  by 
the  latter  as  a  plant  facility  was  required  to  be 
included  in  the  consolidated  excess  profits  tax 
return  of  the  industrial  corporation.  Corpo- 
rations in  dissimilar  lines  of  business  could  also 
be  excluded  from  consolidations,  whereas  the 
practice  has  been  to  include  partnerships  and 
corporations  in  a  consolidation  with  the  privi- 
lege of  a  $6,000  exemption.  Whenever  individ- 
uals had  their  affairs  closely  interwoven  with 
those  of  a  corporation,  substantially  all  of 
whose  capital  stock  they  owned,  it  has  been  the 
practice  to  require  consolidated  returns  for 
1917.  Due  to  a  recent  decision  of  the  Commit- 
tee on  Appeals  and  Review,  however,  this  prac- 
tice has  changed  so  that  at  the  present  time 
partnerships  and  individuals  are  excluded  from 
consolidations  for  1917,  just  as  they  are  ex- 
cluded in  the  1918  Act. 

Corporations  to  be  included  in  a  consolidated  For  1917 

return  for  1917  must  be  in  the  same  or  a  closely  corpora- 

•'    tions  must 
related  business;  however,  businesses  do  not  be  in  same 

have  to  be  of  the  same  kind  or  class  to  be  closely  Jushiess. 
related.    A  cotton  plantation  may  be  affiliated 
with  a  knitting  mill  and  a  retail  dry  goods  store, 
or  a  coal  mine  with  a  steel  rolling  mill. 

Inasmuch  as  the  underlying  principles  of  con- 
solidation are  the  same  for  all  years,  a  general 
outline  will  be  given  regarding  consolidations 
from  an  income  and  profits  tax  point  of  view. 
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In  order  to  levy  the  tax  according  to  the  true 
net  income  and  invested  capital  of  a  single  busi- 
ness enterprise,  the  Bureau  of  Internal  Revenue 
has  interpreted  the  Revenue  Act  of  1917  so  as 
to  require  the  filing  of  consolidated  returns  for 
excess  profits  tax  purposes.  For  1918  and  sub- 
sequent years  the  law  specifically  requires  the 
filing  of  consolidated  income  and  profits  tax 
returns  in  the  case  of  affiliated  corporations. 

It  should  be  noted  that  foreign  corporations 
are  neither  required  nor  permitted  to  file  con- 
solidated returns,  nor  can  foreign  corporations 
be  included  in  a  consolidated  group. 

When  one  corporation  owns  or  controls  sub- 
stantially all  the  stock  of  another  corporation  at 
the  beginning  of  any  taxable  year,  but  during 
the  taxable  year  sells  or  parts  with  the  control 
of  all  or  a  majority  of  such  stock  to  outside 
interests  not  affiliated  with  it,  or  when  one  cor- 
poration during  the  taxable  year  acquires  the 
ownership  or  control  of  substantially  all  the 
capital  stock  of  another  corporation  not  previ- 
ously affiliated  with  it,  the  Commissioner  may 
require  separate  or  consolidated  returns  to  be 
filed,  to  the  end  that  the  tax  may  be  equitably 
assessed. 

Article  635,  Regulations  45  Revised,  deals 
with  the  case  of  any  affiliated  corporation  or- 
ganized after  August  1,  1914,  and  not  a  suc- 
cessor to  a  then  existing  business,  50  per  cent 
or  more  of  whose  gross  income  consists  of  gains, 
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profits,  commissions  or  other  income  derived 
from  a  Government  contract  or  contracts  made 
between  April  6,  1917  and  November  11,  1918, 
both  dates  inclusive.  This  class  of  corporation 
may  not  be  included  in  a  consolidated  return 
but  is  assessed  separately  on  the  basis  of  its 
own  invested  capital  and  net  income. 

When  the  voting  stock  ownership  is  in  excess  When  ques- 
of  50  per  cent,   the  taxpayer  should  file  an  shotSdbe 
"Affiliated  Corporations  Questionnaire"  so  as  filed, 
to  enable  the  Department  to  determine  whether 
a  consolidated  return  should  be  made. 

Intercompany  transactions  do  not  have  as  Artificial 
much  weight  as  the  ''effective"  stockholdings  income  a 
but  have  been  the  deciding  factor  in  a  great  factor, 
many  so-called  border-line  cases.  Such  trans- 
actions may  arise  out  of  financial  or  contractual 
arrangements  with  affiliated  companies,  where- 
by the  subsidiaries  shift  profits  to  the  par- 
ent or  principal  companies,  or  vice  versa,  and 
may  be  considered  by  the  Department  as  good 
cause  for  requiring  consolidation  in  a  certain 
class  of  otherwise  border-line  cases.  Of  course, 
such  intercompany  relations  must  be  of  large 
magnitude  to  have  any  particular  weight. 
Transactions  of  the  kind  under  discussion  may 
involve  sales  below  market,  loans  at  interest 
below  local  commercial  rates,  commissions 
charged  to  affiliated  companies  for  securing 
such  loans  considerably  in  excess  of  what  the 
respective  State  laws  would  consider  as  legal 
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interest  rates,  charges  for  services  as  agents,  or 
loaning  of  property,  equipment,  etc.,  by  one 
company  to  another  without  adequate  compen- 
sation. Any  other  transactions  or  arrange- 
ments between  affiliated  companies  which  might 
effect  an  artificial  distribution  of  profits  or  as- 
sign to  any  one  company  a  disproportionate 
share  of  net  income  or  invested  capital  might 
have  a  bearing  upon  the  determination  as  to 
whether  or  not  a  consolidated  return  should  be 
filed. 

Although  each  case  is  decided  on  its  own 
merits,  the  term  ''same  interests"  has  been 
construed  to  include  the  following : 

In  case  of  stock  donated  by  a  parent  to  a 
child,  or  a  child  to  a  parent,  the  combined  hold- 
ings of  parent  and  child  have  been  considered 
one  interest. 

In  case  of  stock  donated  by  an  employer 
to  an  employee  or  sold  to  the  employee  to  be 
paid  for  by  the  application  of  dividends,  or 
stock  sold  to  the  employee  considerably  below 
its  actual  market  value,  the  employer  and  em- 
ployee have  been  considered  the  ''same  inter- 
ets"  in  determining  consolidation,  unless  there 
was  some  other  factor  which  would  place  the 
employee  in  the  position  of  a  strong  minority 
interest. 

Ownership  or  control  of  substantially  aU  of 
the  stock  of  a  corporation  is  the  basis  for  con- 
solidation.    Ownership  is  construed  to  mean 
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beneficial  ownership,  and  in  the  event  the  owner 
of  record  turns  over  the  benefits  to  other  in- 
terests, the  parties  receiving  the  benefits  would 
be  considered  the  interests  owning  the  stock. 

Control  does  not  refer  to  the  management  or  Control  as 
operation  of  a  corporation  but  to  the  capital  by  the  in- 
stock.     The  controlling  interests,  parent  com-  come  Tax 
pany  in  Class  A  consolidations  or  stockholders 
in  common  in  Class  B  consolidations,  must  own 
or  control  substantially  all  of  what  is  known  in 
the  Bureau  as  ''effective"  stock.    The  meaning 
of '  *  effective ' '  stock  will  be  more  fully  explained 
later. 

There  are  numerous  ways  of  exercising  con- 
trol over  stock,  some  of  which  are  as  follows : 

(1)  Control  by  means  of  the  holdings  of  his  im- 
mediate family,  where  the  principal  stockholder's  in- 
terest with  that  of  his  wife,  children  or  dependent 
parents  represents  substantially  all  the  stock. 

(2)  Where  the  minority  interests  have  given  a 
valid  option  to  the  controlling  interest  to  purchase 
such  minority  interests'  holdings  at  a  price  agreed 
upon,  with  the  right  to  exercise  such  option  at  any 
time,  the  holder  of  the  option  is  considered  as  having 
control  of  the  minority  stock,  especially  if  the  minority 
interest  is  an  officer  or  employee  of  the  company. 

(3)  Stock  donated  by  the  controlling  stockholder 
to  a  relative  or  employee  in  many  instances  has  been 
held  to  be  virtually  under  the  control  of  the  donor. 

(4)  In  the  case  of  employees  who  are  allowed  to 
subscribe  for  stock  in  the  corporation  in  which  they 
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are  employed,  the  dividends  of  the  corporation  being 
applied  against  the  cost  of  the  stock,  or  when  stock  is 
sold  to  employees  with  the  stipulation  that  it  cannot 
be  resold  to  anyone  other  than  the  corporation,  such 
stock  has  been  deemed  to  be  under  the  control  of  the 
corporation. 


"Effective"        Consolidated  returns   are  permitted  or  re- 
^*°^  '  quired  in  some  instances  when  over  50  per  cent 

but  less  than  95  per  cent  of  the  "effective" 
stock  is  held  by  the  ''same  interests."  How- 
ever, cases  where  consolidations  are  permit- 
ted when  less  than  75  per  cent  of  the  effective 
ownership  is  held  by  the  same  interests  are  very- 
few,  while  those  between  75  per  cent  and  95  per 
cent  are  common.  The  propriety  of  consolida- 
tion in  such  cases  depends  entirely  upon 
the  relation  of  the  interests  involved  and  the 
intercompany  transactions  carried  on.  Before 
permission  will  be  granted  by  the  Bureau  to 
consolidate  companies  in  the  above  groups,  a 
clear  presentation  of  all  pertinent  facts  must  be 
submitted  to  the  Department. 

''Effective"  stock  represents  ownership 
which  has  an  effective  voice  in  the  management 
of  a  corporation  and  is  directly  interested  in  or 
capable  of  controlling  in  whole  or  in  part  any- 
shifting  of  income  between  corporations  within 
an  affiliated  group.  The  effectiveness  of  various 
classes  of  capital  stock  depends  upon  the  char- 
acteristics  of   the    stock   and  the   limitations 
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placed  thereon.  The  decision  as  to  whether  cer- 
tain corporations  are  affiliated  within  the  mean- 
ing of  the  statute  is  usually  based  upon  the  pro- 
portion of  holdings  of  *' effective"  stock. 

Ordinarily  common  voting  stock  is  entitled  to  Common 
all  the  earnings  over  and  above  the  amount  re-  nSiy  is*^*' 
quired  to  meet  the  preferred  stock  dividends  effective 
and  is  the  first  to  feel  the  eifect  of  any  losses ; 
it  is  therefore  considered  * '  effective ' '  stock.  The 
powers  delegated  to  preferred  stock  differ  mate- 
rially in  various  corporations  so  that  it  may 
or  may  not  be  ** effective."      Preferred  stock 
which  has  voting  rights  and  participates  in  the 
earnings  of  the  corporation  above  the  regular 
dividend  rates  is  *^ effective." 

Preferred  stock  which  has  no  voting  rights  Preferred 
if  the  surplus  is  sufficient  to  cover  dividend  re-  ajuj^no/'^" 
quirements,  and  does  not  participate  in  the  effective 
earnings  above  the  regular  dividend  rates,  is  ®  °^  • 
usually   regarded    as    not    ''effective."      The 
Bureau  has  ruled  that  voting  preferred  stock 
is  not  effective  where  the  fixed  dividends  have 
been  paid  regularly  or  where  a  sufficient  sur- 
plus is  available  for  dividends  due  on  such 
stock.     Voting   preferred   stock  may  become 
"effective"  at  any  time  when  the  dividends 
are  passed  and  no  surplus  is  available  for  dis- 
tribution. 

When  all  or  part  of  the  stock  is  held  during  Voting 
the  taxable  year  by  a  voting  trust,  conditionally  *'^"^*' 
or  subject  to  any  option  or  agreement,  oral  or 
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written,  expressed  or  implied,  the  question  of 
its  effectiveness  depends  entirely  on  the  agree- 
ment or  contract. 

If  the  profits  from  the  business  are  not  dis- 
tributed in  accordance  with  the  stockholdings  or 
if  stockholders  distribute  the  dividends  among 
themselves  on  a  basis  entirely  different  from 
their  holdings,  the  Department  will  in  such 
cases  ignore  the  stockholdings  and  establish  the 
propriety  of  consolidation  on  the  basis  of  the 
equitable  beneficial  ownership. 

Taxpayers  in  their  applications  for  permis- 
sion to  file  consolidated  returns  have  been  laying 
undue  stress  upon  the  shifting  of  earnings  from 
corporation  to  corporation,  whereas  in  Class  A 
cases  it  seldom  has  great  weight  in  the  deter- 
mination of  the  propriety  of  consolidation. 
However,  it  is  usually  taken  into  consideration 
as  evidence  to  establish  the  fact  that  various 
corporations  are,  in  effect,  a  single  business  en- 
terprise. 

The  potentialities  rather  than  the  actualities 
govern  in  the  determination  of  consolidation. 
If  the  stockholdings  in  two  or  more  corpora- 
tions are  such  that  it  makes  no  financial  dif- 
ference to  the  stockholders  to  which  company 
income  is  allocated,  a  consolidated  return 
would  be  required  whether  there  was  an  arti- 
ficial distribution  of  profits  or  not.  On  the 
other  hand,  where  there  is  a  minority  interest  of 
substantial  proportions,  it  is  quite  possible  for 
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a  controlling  interest  to  exploit  a  subsidiary  at 
will,  but  the  Department  has  not  allowed  a  con- 
trolling corporation  to  profit  by  its  own  wrong- 
doing by  including  such  a  subsidiary  in  the  con- 
solidation. 

A  long-term  lease  of  the  entire  property  of  Long-term 
one  corporation  to  another,  ranging  from  about  for^con-^*^ 
50  to  999  years,  which  frequently  happens  in  the  solidation. 
case  of  railroads  and  public  service  corpora- 
tions, has  been  considered  a  basis  for  consolida- 
tion. 

In  the  case  of  a  tnist,  where  beneficiaries  Massachu- 
holding  certificates  evidencing  their  interest  un-  ^ayVe  in- 
der  a  so-called  ''Massachusetts  trust"  agree-  eluded  in 
ment  annually  elect  persons  delegated  to  con-  fiJ,n^s? 
duct  the  affairs  of  the  trust,  thus  retaining  a 
voice  in  the  business,  the  trust  is  an  association 
and  will  be  included  in  a  consolidated  return 
under  the  same  conditions  as  corporations. 

Some  of  the  types  of  affiliations  might  be  Types  of 
illustrated  graphically  as  follows :  JraphShr 

"  Parent  and  Child  "  relationship 

Company  A 
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{ 

{ 

Variation  of  "  Parent  and  Child  "  relationship 


Company  B 
(Brother) 

Company  C 
(Brother) 


X 
Y 
Z 
X 
Y 
Z 


20% 
30% 
50% 
20% 
30% 
60% 


Company  A 
( Grandparent ) 

Company  B 
(Parent) 

Company  C 
(Child) 

Combination  "  Brother  and  Brother  "  apd  **  Parent 
and  Child  "  relationship 


Stockholders 

X  Y  Z 

30%         30%         40% 

Company  A 
(Brother  of  Co.  B  and 
50%  owner  of  Company  R) 


Stockholders 

X  Y  Z 

30%         30%         40% 

Company  B 

(Brother  of  Co.  A  and 

50%  owner  of  Company  R) 


Company  R 
(Owned  jointly  by  Co.  A  and  Co.  B) 

Company  S. 
(Child  of  Co.  R) 

The  illustrations  given  above  are  indicative 
of  the  great  variety  of  affiliations  which  may 
exist.  In  actual  practice  in  the  Bureau  of  In- 
ternal Revenue  each  of  these  varieties  and 
many  more  have  been  found.  Some  of  the  re- 
lationships are  quite  intricate  and  naturally  the 
problems  that  arise  are  not  easy  of  solution. 
The  types,  however,  that  are  most  usually  found 
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are  the  simple  *' brother  and  brother"  relation- 
ship and  the  ''parent  and  child"  relationship. 
The  "brother  and  brother"  relationship  is  as  a 
rule  confined  to  the  smaller  organization.  The 
larger  industrial  consolidations  are  as  a  rule  of 
the  type  of  ''parent  and  child"  relationship. 
The  author  will,  therefore,  largely  confine  him- 
self to  the  method  of  handling  these  two  types 
in  the  computation  of  consolidated  net  income 
and  consolidated  invested  capital. 

While  the  accounting  involved  in  the  compu-  Mechanics 
tation  of  consolidated  net  income  and  consoli-  tion°5con-" 
dated  invested  capital  in  these  two  types  of  af-  solidated 
filiations  is  much  the  same,  yet  in  certain  par-  and 
ticular  instances  the  treatment  is  different.  The  Jjapj^af*^ 
author  will  indicate  the  general  procedure  to  be 
followed  and  will  point  out  the  principal  differ- 
ences in  the  handling  of  the  two  classes. 

The    consolidated    return,    on    form    1120,  Form  1 120 
should  be  filed  by  the  parent  or  principal  re-  cipal  report- 
porting  company  in  the  office  of  the  Collector  ingcom- 
of  Internal  Revenue  of  the  district  in  which  Formii22 
it  has  its  principal  office.     Each  of  the  other  ^mi°*?*I 
affiliated  corporations  is  required  to  file  in  the  companies, 
office  of  the  Collector  of  its  district,  form  1122. 

The  consolidated  excess  profits  tax  for  1917  Allocation 
and  the  consolidated  income  and  profits  tax  for  on*^nsoif.^ 
subsequent  years  may  be  allocated  among  the  dated  re- 
several  affiliated  companies  on  any  basis  which    ^^^' 
suits  their  convenience.    It  is  preferable,  how- 
ever, in  order  to  simplify  the  process  of  assess- 
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Method  of 
preparing 
consoli- 
dated 
return. 


ment  and  collection  of  taxes,  that  whatever  tax 
is  shown  to  be  due  on  the  basis  of  the  con- 
solidated return,  be  allocated  in  the  first  in- 
stance to  the  parent  or  principal  reporting  com- 
pany. Any  adjustment  with  respect  to  these 
taxes  which  it  may  be  deemed  advisable  to 
make  may  be  made  on  the  books  of  the  sev- 
eral affiliated  corporations.  If  as  a  result  of  an 
audit  by  the  Bureau  an  additional  excess  profits 
tax  for  1917  or  additional  income  and  profits 
tax  for  subsequent  years  results,  it  is  similarly 
preferable  that  such  additional  tax  be  alloca- 
ted to  and  paid  by  a  single  company  of  the 
group.  Or  if  the  audit  results  in  a  determina- 
tion that  the  tax  has  been  either  overassessed 
or  overpaid,  it  is  likewise  more  convenient  to 
have  a  claim  for  abatement,  or  a  claim  for  re- 
fund or  credit  as  the  case  may  be,  filed  by  a 
single  company  of  the  group. 

In  support  of  the  consolidated  return,  where 
practicable,  the  various  exhibits  and  schedules 
necessary  to  be  submitted  should  be  prepared 
in  columnar  form,  giving  from  left  to  right 
substantially  the  following  data: 


(o)  Names  of  accounts. 

(&)  Totals  after  adjustments  and  eliminations 
have  been  made.  (The  figures  in  this  col- 
umn are  those  which  eventually  find  their 
way  to  the  return  form  proper.) 

(c)  Adjustments  and  eliminations  before  arriv- 
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ing  at  the  figures  in  column  h.    (The  items  Schedules 

in  this  column  should  be  coded  with  num-  should  be 

m  columnar 
bers  or  letters  so  that  all  contra  items  may  form. 

be  readily  identified.  In  complicated  and 
involved  cases  it  is  often  desirable  to  pre- 
pare supporting  schedules  or  statements  in 
explanation  or  clarification  of  the  adjust- 
ments and  eliminations  made  in  this 
column.) 

{d)  Totals  of  all  like  items  before  adjustments 
and  eliminations  are  made. 

(e  et  seq.)  Names  of  companies,  using  one  column 
for  each  company  included  in  the  consol- 
idated return,  starting  with  the  parent  or 
principal  reporting  company. 

The  form  suggested  above  would  apply  to 
consolidated  balance  sheets,  income  statements, 
surplus  analyses,  etc.,  to  which  this  form,  with 
modifications  where  necessary,  is  adaptable. 

In  the  case  of  consolidated  returns  involv- 
ing a  large  number  of  companies,  it  is  de- 
sirable to  arrange  the  companies  in  groups  of 
five  to  ten  with  a  column  for  the  totals  of  each 
group,  and  then  recapitulating  these  totals  on 
a  final  summary  sheet. 

It  is  very  important  that  all  exhibits,  schod-  index  and 
ules  and  working  papers  be  carefully  arranged 
and  indexed.     These  exhibits,  etc.,  should  be  sary. 
consecutively  numbered  or  lettered  and  should 
have  complete  headings  giving  the  following 
information : 
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Computa- 
tion of  con- 
solidated 
net  income. 


Inter- 
company 
and  inter- 
departmen- 
tal profits 
and  losses 
must  be 
eliminated. 


(a)  Name  of  company. 

(6)  Nature  of  schedule,  i.  e.,  whether  balance 

sheet,  depreciation  schedule,  etc. 
(c)  Period  covered. 

Where  figures  are  transferred  from  one 
schedule  to  another,  such  transfers  should  be 
indicated  by  cross  references. 

In  the  computation  of  the  consolidated  net  in- 
come, the  purpose  of  a  consolidated  return 
should  always  be  borne  in  mind,  i.  e.,  to  enable 
the  Bureau  to  tax  as  a  single  business  entity  a 
group  of  corporations  affiliated  under  the  law 
and  regulations.  In  such  a  single  business  en- 
tity neither  profit  nor  loss  can  be  realized  as  a 
result  of  intercompany  or  interdepartmental 
transactions  in  the  group  of  companies  included 
in  the  consolidated  return.  In  order  for  a  profit 
to  be  taxable  or  a  loss  to  be  deductible  from 
gross  income  in  the  case  of  affiliated  companies, 
such  profit  or  loss  must  result  from  transactions 
other  than  intercompany  or  interdepartmen- 
tal, that  is,  transactions  with  interests  other 
than  those  included  in  the  consolidated  return. 
In  the  event  that  intercompany  and  interde- 
partmental transactions  (such  as  sales)  have 
occurred,  it  is  necessary  to  eliminate  any  profits 
or  losses  resulting  from  such  transactions  in 
order  to  arrive  at  the  true  consolidated  net 
income. 

Transactions  of  the  kind  contemplated  in  the 
preceding  paragraph  are  quite  common  in  any 
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group  of  affiliated  industrial  corporations.  For  illustration 
example,  a  company  manufacturing  soil  pipe  company 
may  own  all  the  capital  stock  of  a  corpora-  transac- 
tion in  the  business  of  mining  coal  and  iron 
which  it  sells  to  its  parent  company  on  the  basis 
of  the  current  market  price  which  may  be  above 
or  below  cost  to  the  mining  company.  The 
prices  paid  by  the  manufacturing  company  to 
the  mining  company  are  the  costs  used  in  the 
accounts  of  the  manufacturing  company.  So 
long  as  all  the  product  purchased  by  the  manu- 
facturing company  during  the  taxable  year  is 
consumed  in  the  process  of  manufacture  of  the 
soil  pipe  during  said  taxable  year,  and  the  soil 
pipe  thus  manufactured  is  sold  during  such 
year,  there  is  neither  unrealized  profit  nor 
unrealized  loss,  on  account  of  such  intercom- 
pany transactions,  to  the  affiliated  companies 
treated  as  a  single  business  enterprise.  This 
is  so  because  any  profits  or  losses  to  the  min- 
ing company  resulting  from  sales  to  the  parent 
company  are  offset  by  increased  or  decreased 
costs  of  manufacturing  to  the  manufacturing 
company.  Under  such  circumstances  no  elimi- 
nation of  intercompany  profits  or  losses  need 
be  made. 

The  situation  cited  in  the  preceding  para-  Inter- 
graph, that  is,  where  all  the  product  purchased  p?Sfi^| ""r 
by  one  affiliated  company  from  another  is  in  losses  in 
effect  sold  in  the  same  year  by  the  purchaser,  ^^' 

is  the  exception  to  the  rule.    More  frequently, 

165 


FEDERAL  CORPORATE  INCOME  TAXES 

of  the  product  purchased  by  one  affiliated  com- 
pany from  another,  some  has  not  been  sold  by 
the  purchaser  in  the  same  year,  and  if  the 
product  thus  purchased  and  on  hand  at  the  close 
of  the  taxable  year  is  taken  into  the  inventory 
on  the  basis  of  the  cost  to  the  purchasing  com- 
pany, and  there  has  been  an  intercompany  profit 
or  loss,  the  consolidated  net  income  (that  is, 
the  net  income  of  the  affiliated  companies 
treated  as  a  single  business  enterprise)  may 
reflect  unrealized  profit  or  loss.  For  this 
reason  any  unrealized  profit  or  loss  existing 
in  inventories  of  affiliated  companies  and  re- 
sulting from  transactions  between  such  com- 
panies must  be  eliminated  in  order  to  arrive 
at  the  true  consolidated  net  income. 
A  simple  The  foregoing  may  be  made  clear  by  a  simple 

1  ustration.  jUystration.  Company  A  and  Company  B  are 
affiliated  within  the  meaning  of  Section  240  of 
the  Revenue  Act  of  1918,  during  the  calendar 
(taxable)  year  1920.  On  July  1, 1920,  Company 
A  sold  Company  B  certain  securities  for 
$200,000,  which  securities  cost  Company  A 
$150,000.  On  the  books  of  Company  A  there 
was  therefore  shown  a  profit  of  $50,000  as  a 
result  of  this  transaction.  On  the  books  of 
Company  B  these  securities  are  carried  at  the 
price  paid  by  it,  viz.,  $200,000.  It  is  clear  that 
for  both  companies,  treated  as  a  single  economic 
unit,  no  gain  has  been  realized  as  a  result 
of  this  transaction.    It  is  therefore  necessary 
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to  eliminate  the  profit  shown  on  the  books  of 
Company  A. 

In  the  case  of  certain  large  corporations,  it  inflation  of 
has  been  observed  that  the  plant  accounts  assets, 
have  been  unwittingly  inflated.  This  has 
arisen,  for  example,  through  the  transfer  by  one 
affiliated  corporation  to  another  of  material  at 
a  price  in  excess  of  cost  to  the  first  company, 
and  the  use  of  such  material  in  the  construction 
of  plant  or  equipment  by  the  second  company 
for  itself.  Such  material  thus  finds  its  way 
into  the  plant  accounts  of  the  purchasing  cor- 
poration on  the  basis'  of  the  cost  to  it  of  such 
material.  Where  this  has  been  the  case  the  tax- 
payer as  a  rule  has  failed  to  make  the  proper 
adjustments  in  the  preparation  of  the  income 
and  profits  tax  return. 

In  so  far  as  intercompany  profits  result  from 
the  sale  of  capital  assets,  they  are  usually  easy 
to  adjust.  The  difficulties  arise  in  the  adjust- 
ments of  profits  when  the  product  of  one  com- 
pany is  sold  to  another.  It  has  been  previously 
explained  that  goods  sold  by  Company  A  to 
Company  B  at  a  profit  and  resold  by  Company 
B,  the  profit  reported  by  Company  A  on  these 
intercompany  sales  is  offset  by  the  increased 
cost  of  goods  sold  by  Company  B. 

Adjustment  is  necessary,  however,  for  the  Elimination 
amount  of  intercompany  profit  or  loss  included  ^a^e  at  be- 
in  the  inventory  at  the  beginning  and  end  of  the  ginning  and 
year.    Consolidated  net  income  will  exceed  the  *"  °  ^^^^' 
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total  of  tlie  book  net  incomes  by  the  amount 
of  intercompany  profit  in  the  inventory  at  the 
beginning  of  the  year,  due  to  the  fact  that 
Company  B's  cost  of  goods  sold  for  the  year 
is  overstated  and  this  overstatement  of  costs 
is  not  offset  by  any  profit  reported  by  Company 
A,  because  the  profit  on  those  goods  has  been 
reported  by  that  company  in  the  previous  year. 
The  aggregate  book  net  income  must,  therefore, 
be  increased  by  the  amount  of  this  overstate- 
ment of  the  current  year's  cost. 

On  the  other  hand,  the  total  of  the  book  net 
incomes  will  exceed  the  consolidated  net  income 
by  the  amount  of  intercompany  profits  in  the 
inventory  at  the  end  of  the  year.  Company  A, 
the  selling  company,  has  taken  up  profit  on 
these  goods  in  its  accounts  and  Company  B, 
not  having  yet  disposed  of  them,  has  not  in- 
cluded these  goods  in  its  cost  of  goods  sold. 
The  aggregate  book  net  income  should  therefore 
be  decreased  by  the  amount  of  intercompany 
profit  in  the  inventory  at  the  end  of  the  year. 

Similarly  it  is  to  be  noted  that  where  inter- 
company sales  are  made  at  less  than  cost  and 
inventories  are  taken  by  Company  B  at  prices 
at  which  the  products  were  sold  to  it  by  Com- 
pany A,  the  consolidated  net  income  will  exceed 
the  aggregate  book  net  income  by  the  amount 
of  intercompany  loss  in  the  inventory  at  the 
end  of  the  year,  and  the  aggregate  book  net 
income  will  exceed  the  consolidated  net  income 
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by  the  amount  of  intercompany  loss  in  the 
inventory  at  the  beginning  of  the  year. 
Easy  as  it  is  to  formulate  general  principles  Twoques- 

n     T     .       ,.  n  •    j_  ni  1  tions must 

01  elimination  of  intercompany  profits  or  losses  be  answered 
in  computing  consolidated  net  income,  it  is  very  J^efore  mak- 
difficult  in  practice   to   arrive  at  the  correct  nations, 
amount  of  the  adjustments.     Two   questions 
are  hard  to  answer: 

(a)  How  much  goods  purchased  from  Company 
A  has  Company  B  on  hand  at  the  begin- 
ning and  end  of  the  taxable  year? 

(&)  What  per  cent  of  profit  or  loss  is  included  in 
these  goods  as  inventoried  by  Company  B  ? 

Sometimes  the  purchasing    company,  Com-  What  part 
pany  B,  buys  all  its  product  from  the  affiliated  Sfiric"*°^ 
company  and  in  such  case  it  is,  of  course,  ap-  quired  from 
parent  that  the  entire  inventory  of  Company  B  corpora- 
includes  an  intercompany  profit  or  loss.  In  other  *^o"s- 
cases,  however.  Company  B  buys  from  outside 
parties  as  well  as  from  affiliated  companies, 
and  in  such  cases  the  amount  on  hand  at  the 
beginning  and  end  of  the  year  which  has  been 
purchased  from  affiliated  companies  can  usually 
only  be  estimated.    In  many  cases,  where  the 
goods  cannot  be  identified  as  from  whom  pur- 
chased, it  is  safe  to  assume  that  the  goods  pur- 
chased from  affiliated  companies  remaining  in 
the  inventory  at  the  end  of  the  year  bear  the 
same  relation  to  the  total  inventory  at  that  date 
fis  the  purchases  from  affiliated  companies  dur- 
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sold  at  a 
certain  per- 
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Where 
goods  are 
sold  at  mar- 
ket prices. 


ing  the  year  bear  to  the  total  purchases  during 
the  year. 

When  the  amounts  of  intercompany  pur- 
chases in  the  inventory  at  the  beginning  and 
end  of  the  year  have  been  ascertained,  the 
amount  of  intercompany  profit  or  loss  included 
in  the  value  of  these  goods  may  or  may  not 
be  difficult  to  determine.  Where  sales  are  made 
by  one  affiliated  company  to  another  at  a  fixed 
percentage  of  profit  or  loss,  the  adjustment  is 
comparatively  easy ;  for  example,  if  it  is  ascer- 
tained that  Company  B  has  on  hand  at  the  end 
of  the  year  $110,000  worth  of  goods  purchased 
from  Company  A,  inventoried  upon  the  basis 
of  cost  to  Company  B,  and  it  is  found  that 
Company  A  makes  sales  to  Company  B  at  a 
fixed  profit  of  10  per  cent,  it  is  obvious  that 
the  intercompany  profit  on  these  goods  on  hand 
at  the  end  of  the  year  is  $10,000,  and  the  aggre- 
gate net  income  should,  therefore,  be  decreased 
by  that  amount.  Similar  adjustment  would,  of 
course,  be  necessary  for  inventory  on  hand  at 
the  beginning  of  the  year  and,  under  the  same 
circumstances,  the  aggregate  of  the  book  net 
incomes  for  the  same  year  increased  accord- 
ingly. 

If  intercompany  sales  are  not  made  on  the 
basis  of  a  fixed  percentage  of  profit  but  are 
made  on  the  basis  of  the  regular  selling  price  of 
the  selling  company,  it  is  often  feasible  to  ap- 
ply the  percentage  of  gross  profit  of  the  selling 
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company  for  the  year  to  the  amount  of  inter- 
company goods  on  hand  at  the  end  of  the  year 
and  thus  arrive  at  the  intercompany  profit  in 
the  inventory  at  the  close  of  the  year.  Similar 
adjustment  would  be  made  of  the  inventory  at 
the  beginning  of  the  year,  using  the  average 
gross  profit  of  the  selling  company  for  the  pre- 
vious year. 

It  is  obvious  that  it  is  practically  impossible  Each  case 
to  satisfactorily  adjust  intercompany  profits  own  merits! 
in  inventories  solely  on  the  basis  of  any  set 
rules.  The  facts  in  each  particular  case  must 
be  carefully  studied,  and  whatever  conclusion 
is  reached  must  be  in  the  light  of  the  circum- 
stances in  each  particular  case. 

In  order  to  arrive  at  the  correct  invested  cap-  Consoli- 
ital  of  a  group  of  affiliated  corporations,  the  en-   invested 
tire  group  must  be  treated  as  one  unit  operated  capital, 
under  common  control.     The  first  step  in  this 
direction  is  the  preparation  of  a  consolidated 
balance  sheet  in  accordance  with  standard  ac- 
counting practice,  which  will  reflect  the  actual 
assets,  liabilities,  capital  and  paid-in  and  earned 
surplus  of  the  affiliated  group. 

Such  a  balance  sheet  requires  that  all  inter- 
company items,  as  intercompany  notes  and 
accounts  receivable  and  payable,  intercompany 
profits  or  losses  in  inventories,  and  claims  of 
one  company  against  another,  be  eliminated. 
Intercompany  notes  discounted  to  outsiders  are 
liabilities  of  the  entire  group  and  should  be 
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shown  as  such.  If  intereompany  accounts  do 
not  reconcile  they  should  be  satisfactorily  ex- 
plained in  the  return.  Capital  asset  accounts 
should  not  include  intercompany  profits.  Stocks 
and  bonds  issued  by  any  of  the  affiliated  com- 
panies and  owned  by  companies  in  the  affiliated 
group  are  to  be  eliminated. 

In  a  "parent  and  child"  consolidation,  i.  e., 
when  a  parent  or  holding  company  owns  the 
stock  of  the  subsidiary  companies,  the  assets 
of  the  subsidiaries  cannot  be  included  in  the 
consolidated  balance  sheet  at  a  value  greater 
than  the  consideration  paid  by  the  parent  com- 
pany for  the  stock  of  the  subsidiaries,  plus  the 
undistributed  surplus  of  the  subsidiaries  earned 
since  the  date  of  their  acquisition  by  the  parent. 
Therefore,  if  the  net  assets  of  the  subsidiaries 
at  date  of  acquisition  of  the  stock  are  carried 
on  the  books  at  a  value  greater  than  the  cost  to 
the  parent  company  such  excess  must  be  elimi- 
nated from  the  consolidated  balance  sheet. 
On  the  other  hand,  if  the  cash  or  cash  value 
of  the  consideration  paid  by  the  parent  com- 
pany plus  the  undistributed  surplus  of  the 
subsidiaries  earned  since  the  date  of  their  ac- 
quisition by  the  parent,  is  in  excess  of  the  value 
of  the  net  assets  on  the  books  of  the  subsidia- 
ries at  the  beginning  of  the  taxable  year,  such 
excess  is  considered  as  representing  the  value 
of  the  subsidiary  companies'  assets  in  excess 
of  their  book  value  and  such  excess  values 
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should  be  shown  on  the  consolidated  balance 
sheet. 

Such   consolidated  balance   sheet   will   then  Balance 
show,  in  the  case  of  a  "parent  and  child"  con-  class  A 

SOlidation :  consolida- 

tion. 

(a)  The  capital  stock  of  the  parent  or  principal 

company. 

(b)  The  consolidated  surplus  belonging  to  the 

stockholders  of  the  parent  or  principal 
company,  after  having  eliminated  surplus 
at  acquisition  of  any  subsidiary  company. 

(c)  The  proportion  of  capital  stock,  if  any,  of 

subsidiary  companies  not  owned  by  the 
parent  or  principal  company,  together 
with  the  surplus,  if  any,  belonging  to  such 
minority  interest. 

It  should  be  noted  that  in  the  case  of  **  parent  Treatement 
and  child"  affiliations,  the  consolidated  surplus  o^<i«fi"*s. 
consists  of  the  paid-in  and  earned  surplus  of  the 
parent   company   plus   the   undistributed   sur- 
pluses of  the  subsidiary  companies  earned  since 
the  dates  of  the  acquisition  of  their  capital  stock 
by  the  parent  or  holding  company.    Operating  Operating 
deficits    of   any   subsidiary   company   accrued  <l«fi<=^*s. 
since  the  date  of  acquisition  of  the  capital  stock 
of  such  company  are  offsets  against  the  sur- 
pluses of  other  subsidiary  companies  earned 
since  the  date  of  acquisition  and  against  the 
earned  surplus'  of  the  parent  company. 

An  operating  deficit  of  the  entire  group  taken 
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At  a 
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as  a  single  economic  unit  does  not  reduce  the 
paid-in  capital  of  the  entire  group  treated  as 
a  single  economic  unit. 

A  deficit  of  the  entire  group  taken  as  a  single 
business  enterprise  and  arising  as  a  result  of 
capital  distributions  will,  however,  be  taken  as 
a  reduction  of  paid-in  capital  of  the  entire  group 
treated  as  a  single  business  enterprise. 

When  all  or  substantially  all  of  the  stock 
of  a  subsidiary  corporation  was  acquired  for 
cash,  the  cash  so  paid  is  the  basis  to  be  used 
in  determining  the  invested  capital  value  of  the 
property  acquired.  (See  Article  867,  Regula- 
tions 45  Revised.) 

Article  868  of  Regulations  45  Revised  pro- 
vides that  where  stock  of  a  subsidiary  company 
was  acquired  with  the  stock  of  the  parent  com- 
pany, the  amount  to  be  included  in  the  consoli- 
dated invested  capital  in  respect  to  the  company 
acquired  is  to  be  computed  in  the  same  manner 
as  if'  the  net  tangible  assets  and  the  intangible 
assets  had  been  acquired  instead  of  the  stock. 
If  in  accordance  with  such  acquisition  a  paid-in 
surplus  is  claimed,  such  claim  is  subject  to  the 
provisions  of  Article  837. 

When  the  stock  of  one  company  is  purchased 
by  another  company  for  cash  at  a  discount, 
that  is,  where  at  the  date  of  acquisition  the  bal- 
ance sheet  shows  the  net  worth  reflected  by 
the  books  of  the  subsidiary  to  be  in  excess  of  the 
purchase  price,  the  excess  is  eliminated  from 
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the  asset  or  assets  which  are  inflated  on  the 
balance  sheet.  Where  such  inflation  cannot  be 
definitely  determined,  the  elimination  is  made 
first  against  intangible  and  then  against  the 
tangible  assets  in  the  order  of  their  degree  of 
permanence. 

Similarly,  when  the  capital  stock  of  one  com-  At  a 
pany  is  purchased  by  another  company  for  P'^*'"^""*' 
cash  at  a  premium,  that  is,  where  at  the  date 
of  acquisition  the  balance  sheet  shows  the  net 
worth  reflected  by  the  books  to  be  less  than 
the  purchase  price,  the  difference  between  such 
net  worth  and  such  purchase  price  is  added  to 
the  asset  or  assets  which  are  understated  on 
the  balance  sheet.  Where  such  understatement 
cannot  be  definitely  determined,  the  adjustment 
of  the  difference  by  way  of  an  addition  is  made 
to  the  intangibles. 

When  the  stock  of  one  company  is  purchased  Subsidiary 
with  stock  at  a  premium  by  another  company,  foJ^^o^k 
that  is,  for  a  par  value  in  excess  of  the  net  worth 
shown  by  the  books  of  the  subsidiary  at  date 
of  acquisition,  the  excess,  in  the  absence  of  evi- 
dence to  the  contrary,  is  treated  as  the  cost  of 
intangibles  purchased  with  capital  stock. 

When  the  stock  of  one  company  is  purchased 
with  stock  at  a  discount  by  another  company, 
thai;  is,  for  a  par  value  less  than  the  net  worth 
shown  by  the  books  of  the  subsidiary  at  the 
date  of  acquisition,  depending  upon  whether  the 
Revenue  Act  of  1917  or  the  Revenue  Act  of 
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1918  applies,  the  question  of  a  paid-in  surplus 
arises. 

With  the  consolidated  balance  sheet  estab- 
lished, the  schedules  relating  to  invested  capi- 
tal on  the  return  are  to  be  completed  as  in  the 
case  of  single  corporations. 

In  connection  with  the  computation  of  con- 
solidated invested  capital,  the  following  points 
should  be  borne  in  mind: 


(1)  No  addition  to  invested  capital  for  1917  is 
allowed  on  account  of  intercompany  interest  paid  in 
excess  of  the  statutory  limitation  as  outlined  in  Article 
44,  Eegulations  41. 

(2)  The  limitation  of  intangibles  is  computed  on 
the  basis  of  each  separate  company  when  the  compa- 
nies are  owned  by  the  same  interests,  and  on  the  basis 
of  the  consolidated  group  in  cases  where  the  stock  of 
the  subsidiary  companies  is  owned  by  a  parent  or 
holding  company. 

(3)  The  deduction  from  invested  capital  on  account 
of  inadmissible  assets  must  be  computed  on  the  basis 
of  the  consolidated  group  both  in  "brother  and 
brother"  consolidations  and  in  ** parent  and  child" 
consolidations. 


Adjustment 
in  1917  be- 
cause of  in- 
terest paid 
in  excess  of 
statutory 
limitations. 


"Where  interest  is  paid  in  excess  of  the  statu- 
tory limitation  (not  including  intercompany 
interest)  the  practice  is  to  include  in  invested 
capital,  indebtedness,  the  interest  upon  which 
has  been  disallowed  computed  on  the  basis  of 
separate  companies. 
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Interest  paid  by  one  company  to  another  in 
an  affiliated  group  filing  a  consolidated  return 
is  not  subject  to  the  statutory  limitation  as  to 
the  amount  of  interest  deductible  for  the  pur- 
pose of  computing  the  consolidated  net  income 
for  excess  profits  tax  purposes  under  the  Rev- 
enue Act  of  1917. 

The  consolidated  balance  sheet  of  a  ''brother-  Balance 

brother"  consolidation,  i.  e.,  two  or  more  cor-  class  B 

porations  whose  stock  is  owned  or  controlled  consohda- 
7       .  tion. 

in  like  proportions  by  the  same  interests,  will 
show : 

(a)  The  total  of  the  capital  stock  accounts  of  all 
the  companies  included  in  the  consoli- 
dation, exclusive  of  intercompany  stock 
holdings,  if  any. 

(&)  The  total  of  all  the  earned  surplus  accounts 
and  paid-in  surplus  accounts  of  the  group  ^ 
minus  any  deficits  that  may  exist  in  any 
of  the  companies. 

(c)  The  consolidated  assets  of  the  group  after 

having  made  adjustments  or  eliminations 
on  account  of  any  intercompany  trans- 
actions. 

(d)  The    consolidated    liabilities    of    the    group 

after  having  made  adjustments  of  any 
intercompany  transactions. 

It  is  to  be  noted  that  also  in  the  case  of  this 
class  of  affiliations  the  operating  deficit  of  one 
or  more  companies  in  the  group  oflcsets  the 
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earned  surplus  of  the  other  affiliated  companies 
in  the  group. 

The  paid-in  capital  and  paid-in  surplus  of 
the  group  may  not  be  impaired  for  invested 
capital  purposes  by  any  operating  deficit  of 
the  group  which  may  exist. 

A  deficit  resulting  from  a  capital  distribution 
does,  however,  reduce  paid-in  capital  or  sur- 
plus. 
Hybrid  In  the  case  of  ''hybrid"  affiliations,  that  is, 

those  which  combine  the  characteristics  of  ''pa- 
rent and  child"  relationship  and  of  "brother 
and  brother"  relationship,  the  rules  applying 
to  both  classes  of  affiliation  must  be  borne  in 
mind  in  the  construction  of  consolidated  in- 
vested capital. 

For  example,  take  the  case  of  an  affiliation  as 
represented  by  the  diagram  below : 


Individual  Stockholders,  in  same  proportion,  own  all  the 
Capital  Stock  of  Company  A  and  Company  B 

Company  A  Company  B 

(brother  of  Company  B)  (owns  all  the 

capital  stock 
of  Company  C) 

Company  C 
(child  of  Company  B) 


Thus  Company  A  and  Company  B  are  in  the 
relationship  of  "brother  and  brother."  Com- 
pany B  and  Company  C  are  in  the  relationship 
of  "parent  and  child."    The  consolidated  bal- 
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ance  sheet  would  reflect  the  consolidation  of 
Company  B  and  Company  C  on  the  ''parent  and 
child"  relationship  basis  and  the  consolidation 
of  Company  A  and  Company  B  on  the  ''brother 
and  brother"  relationship  basis. 

Consolidated  invested  capital  is  computed  as  Changes  in 
at  the  beginning  of  the  taxable  period  and  ad-  datedin- 
justment  is  necessary  whenever  there  is  any  vested 
liquidation  of  or  addition  to  such  capital  dur-  ^^^^ 
ing  the  period  (exclusive  of  income  or  losses 
during  the  taxable  year) . 

An  adjustment  by  way  of  an  addition  to  in-  inter- 
vested  capital  during  the  taxable  year  can  only  J°j[^s?e'rs 
be  made  on  account  of  a  capital  contribution,  not 
for   stock  or   otherwise,  by  the  stockholders  changes, 
to  the  consolidated  group  treated  as  a  single 
economic  unit.    Conversely,  a  similar  rule  ap- 
plies to  adjustments  by  way  of  deductions  from 
invested  capital  during  the  taxable  year.    Thus 
capital  stock  issued  by  a  subsidiary  company 
to  its  parent  for  cash  has  no  effect  on  consol- 
idated invested  capital.    Likewise  a  dividend 
paid  by  a  subsidiary  company  to  its  parent  has 
no  effect  on  consolidated  invested  capital.    The 
rule  may  be  laid  down  that  transfers  within 
the  consolidated  group  have  no  effect  on  con- 
solidated invested  capital. 

In  Chapter  IV,  pertaining  to  the  profits  tax, 
the  question  of  dividends  and  Federal  income 
and  profits  taxes  paid  during  the  taxable  year, 
as  affecting  the  invested  capital  for  the  taxable 
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year,  was  discussed.  The  rules  laid  down  there, 
with  due  regard,  however,  to  the  underlying 
theory  of  consolidated  returns,  apply  here.  The 
point  to  remember  is  that  the  adjustments  are 
made  on  the  basis  of  the  consolidated  condi- 
tion, both  for  *' brother  and  brother"  affiliations 
and  for  ** parent  and  child"  affiliations. 

Thus  if  Company  X  and  Company  Y  are  affili- 
ated and  Company  X  pays  a  dividend  during 
the  taxable  year,  the  consolidated  earnings  of 
the  affiliated  companies  up  to  the  due  date 
of  the  dividend  (less  the  accrued  income  and 
profits  tax  of  the  two  companies  to  that  date) 
will  be  considered  available  for  the  payment  of 
this  dividend. 

For  example,  take  a  1917  return  in  which  the 
facts  are  as  follows: 


Net   income   of   Company   X,    including   $100,000   of 

dividend  received  from  Company  Y $550,000 

Net  income  of  Company  Y,  including  $10,000  of  divi- 
dends received  on  stock  of  a  company  not  affiliated     100,000 

Aggregate  net  income $650,000 

Less  dividends  received  as  above 110,000 

Consolidated  net  income  subject  to  excess  profits  tax  $540,000 


Let  US  assume  that  Company  X  pays  $400,000 
in  dividends  on  July  1,  1917.  This  dividend 
is  paid  to  outside  parties.  Company  Y  holds 
none  of  the  capital  stock  of  Company  X.  The 
adjustment  of  invested  capital  in  such  case 
is  as  follows: 
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Aggregate  net  incomes $650,000 

Less  dividend  received  by  Co.  X  from  Co.  Y,  not  to  be 
included  as  earnings  available  for  dividend  dis- 
tribution          100,000 

Net  income  available  for  dividends  for  taxable  year . .  $550,000 

Net  earnings  to  July  1,  1917 $275,000 

Tentative  tax  accrued  to  July  1,  1917,  on  basis  of 
$1,000,000  invested  capital  and  9%  deduction 112,898 

Net  earnings  available  for  dividends  July  1,  1917 ....     163,102 
Dividend  paid  to  outside  parties  July  1,  1917 400,000 

Amount  paid  out  of  prior  years'  surplus $237,898 

Adjustment  of  invested  capital  for  six  months 118,949 

It  should  be  noted  in  this  case  that  the  divi- 
dend received  by  Company  Y  on  stock  of  a  com- 
pany outside  the  consolidation,  being  a  divi- 
dend received  from  outside  parties,  is  included 
in  the  earnings  available  for  dividend  distribu- 
tion. On  the  other  hand,  the  dividend  received 
by  Company  X  from  Company  Y,  being  an  in- 
tercompany transaction,  is  not  included  in  the 
earnings  available  for  dividend  distribution. 
The  Bureau  considers,  on  the  receiving  side  as 
well  as  on  the  paying  side,  only  transactions 
with  outside  parties.  No  adjustment  is  made 
for  the  dividend  paid  by  Company  Y  to  Com- 
pany X.  It  is  not  considered  a  dividend  paid 
for  the  purpose  of  this  adjustment  of  invested 
capital  except  to  the  extent  that  the  2  per  cent 
tax  applies  against  the  recipient  corporation, 
in  computing  the  accrued  Federal  taxes  in  1917. 
Since  this  dividend  is  not  considered  as  a  divi- 
dend paid,  for  invested  capital  purposes,  it 
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should  not  be  included  as  a  dividend  received 
available  for  distribution. 
^^J^''^  In  the  case  of  all  consolidated  returns,  con- 

companies  solidated  invested  capital  must  be  computed 
em  fi«!al^'^'  ^^  ^^  *^^  beginning  of  the  taxable  year  of  the 
years.  parent  or  principal  reporting  company,   and 

consolidated  income  must  be  computed  on  the 
basis  of  the  taxable  year  of  the  parent  or  prin- 
cipal reporting  company.    In  accordance  with 
this  rule,  the  actual  figures,  if  available,  should 
be  used  in  determining  the  net  income  of  the 
subsidiary  or  affiliated  corporation  for  the  tax- 
able year  of  the  parent  or  principal  corporation. 
Adjustment       jf^  however,  actual  figures  are  not  available, 
company's     the  net  income  of  each  subsidiary  or  affiliated 
mustbe^'^     Corporation  is  calculated  by  taking  that  pro- 
made,  portion  of  its  net  income  shown  by  its  accounts 
for  the  period  ended  within  the  taxable  period 
of  the  parent  or  principal  company  which  the 
number  of  months  falling  within  the  parent 
company's  taxable  period  bears  to  the  total 
number  of  months  covered  by  such  subsidiary's 
period,  and  adding  to  this  amount  that  propor- 
tion of  the  actual  net  income  of  the  subsidiary 
for  its  next  accounting  period  which  the  num- 
ber of  months  remaining  in  the  taxable  period 
of  the  parent  or  principal  company  after  the 
closing  date  of  the  subsidiary's  period  last  men- 
tioned  above  bears   to   the  total   number   of 
months  in  such  period. 
In  the  last  calculation,  if  the  accounting  pe- 
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riod  of  the  subsidiary  has  not  closed  at  the  Adjustment 
time  of  filing  the  consolidated  return,  the  net  method  o? 
income  for  such  period  should  be  estimated  and  proration, 
then  apportioned  as  previously  outlined.     In 
this  event,  an  amended  return  is  required  to 
be  filed  upon  the  completion  of  the  accounting 
period  of  the  subsidiary,  recalculating  the  in- 
come by  using  the  actual  earnings  for  the  period 
instead  of  the  estimated  earnings  used  in  the 
original  return. 

Under  any  circumstances,  a  full  statement 
as  to  the  method  used  should  accompany  the 
consolidated  return. 

In  order  that  the  invested  capital  and  net 
income  may  be  accurately  determined  it  is 
necessary  for  the  affiliated  companies  to  fix 
their  accounting  periods  to  correspond  with 
that  of  the  parent  or  principal  company. 

In  1917,  very  few  companies  in  filing  their 
original  returns  made  the  adjustments  in  con- 
solidated net  income  which  were  necessary  be- 
cause of  different  fiscal  years  for  various  com- 
panies within  the  group.  In  subsequent  years 
the  consolidated  returns  filed  were  more  uni- 
formly correct  in  this  respect. 

As  an  illustration  of  the  method  of  proration  illustration 
employed  in  order  to  bring  the  net  income  of  Proration 
several   affiliated  companies   having  different  come, 
fiscal  years  to  the  same  basis  as  that  of  the 
parent  or  principal  reporting  company,  the  fol- 
lowing is  given.    Company  A  is  the  parent  com^ 
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pany  and  its  fiscal  year  ended  November  30, 
1917.  Company  B  and  Company  C  are  subsid- 
iary companies  whose  fiscal  years  ended  June 
30,  1917,  and  December  31,  1917,  respectively. 

Net  income  of  Company  A,  parent  company,  for  fiscal 

year  ended  Nov.  30,  1917 $37,500 

Net  income  of  Company  B,  for  fiscal  year  ended  June 

30,  1917   24,000 

Net  income  of  Company  B,  for  fiscal  year  ended  June 

30,  1918   15,000 

Net  income  of  Company  C  for  calendar  year  1916. .. .     24,000 

Net  loss  of  Company  C  for  calendar  year  1917 30,000 

The  adjustments  which  are  necessary  to  bring 
the  fiscal  years  of  the  subsidiary  companies  to 
the  same  basis  as  the  taxable  year  of  the  parent 
company  are  made  in  the  schedules  of  net  in- 
come for  each  of  the  companies  separately,  as 
follows : 

Schedule  1 — Company  A — year  ended  Nov.  30,  1917: 

Net  income  as  reported $37,500 

Schedule  2 — Company  B — year  ended  Nov.  30,  1917: 

Net  income  as  corrected 20,250 

Explanation — adjusted  to  the  fiscal  year  of  the 
parent  company  as  follows: 

%2  of  net  income  for  fiscal  year  ended  June 

30,  1917   $14,000 

%2  of  net  income  for  fiscal  year  ended  Jxme 

30,  1918   6,250 

Corrected    net    income    for    taxable    year    of 

parent  company,  as  above $20,250 

Schedule  3 — Company  C— year  ended  Nov.  30,  1917: 

Net  loss  as  corrected $25,500 

Explanation — adjusted   to    fiscal    year    of   parent 
company  as  follows: 

^2  of  net  income  for  calendar  year  1916. .. .  $  2,000 
1^  of  net  loss  for  calendar  year  1917 27,500 

Corrected  net  loss  for  taxable  year  of  parent 

company  as  above $25,500 
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In  the  computation  of  the  taxes  due  under  the 
Revenue  Act  of  1917,  the  adjustments  illus- 
trated above  would  be  made  for  excess  profits 
tax  purposes  only. 

In  the  case  of  the  computation  of  consoli-  Consoli- 
dated invested  capital  for  a  group  of  affiliated  vested  capi- 

companies  having  different  accounting  periods,  *^^  where 

*  ^  o  x-  7   companies 

adjustments  similar  to  those  set  forth  in  the  havediffer- 

foregoing  have  to  be  made  to  the  accounts  of  fngper?ods." 
those  companies  having  accounting  periods  dif- 
ferent from  the  accounting  period  of  the  parent 
or  principal  reporting  company. 

In  case  two  or  moi-e  corporations  were  affili-  Affiliations 
ated  under  the  law  and  regulations  for  less  than^twelve 
than  a  full  twelve  months'  period,  the  general  months' 
rule  has  been  to  include  such  corporations  in  a 
consolidated  return   for   only  that  period   in 
which  they  were  actually  affiliated.    Under  these 
circumstances,   methods   similar   to  those   set 
forth  in  the  preceding  paragraphs  in  connection 
with  affiliated  corporations  having  different  ac- 
counting periods  or  fiscal  years,  usually  have 
to  be  employed  in  order  to  arrive  at  the  consol- 
idated net  income  and  consolidated  invested 
capital. 

For  example,  on  July  1, 1917,  Company  A  ac-  illustration, 
quired  all  the  capital  stock  of  Company  B  with 
which  it  had  not  previous  to  this  date  been 
affiliated.  Both  of  these  companies  had  been 
reporting  on  the  basis  of  a  calendar  year.  Un- 
der these  circumstances.  Company  A  will  proV 
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ably  be  required  to  include  in  its  excess  profits 
tax  return  for  the  year  1917  the  operations  of 
Company  B  for  the  period  from  July  1  to 
December  31,  1917  inclusive.  In  this  event 
Company  B  will  be  required  to  file  a  separate 
excess  profits  tax  return  for  the  period  from 
January  1,  1917  to  June  30,  1917  inclusive. 

Article  802  of  Regulations  45  Revised  deals 
with  the  pre-war  net  income  of  affiliated  corpo- 
rations.   It  reads: 

"The  consolidated  net  income  of  aflBliated  corpora- 
tions for  the  pre-war  period  shall  be  the  average  con- 
solidated net  income  for  the  pre-war  years  of  such 
of  the  several  corporations  included  in  the  consolida- 
tion for  the  taxable  year  as  were  affiliated  during  the 
pre-war  period,  plus  the  aggregate  of  the  average  net 
income  for  each  of  the  corporations  not  affiliated  dur- 
ing the  pre-war  period  which  were  in  existence  during 
all  of  the  pre-war  period  or  during  at  least  one  full 
year  within  the  pre-war  period.  The  net  income  of  a 
subsidiary  corporation  organized  during  the  pre-war 
period  by  an  existing  corporation  shall  also  be 
included. ' ' 


Pre-war 
invested 
capital  of 
affiliated 
corpora- 
tions. 


Article  869  of  Regulations  45  Revised  deals 
with  the  invested  capital  for  the  pre-war  period 
of  affiliated  corporations.    It  reads  as  follows : 

"The  invested  capital  of  affiliated  corporations  for 
the  pre-war  period  shall  be  computed  on  the  same 
basis  as  the  invested  capital  for  the  taxable  year,  ex- 
cept that  where  any  one  or  more  of  the  corporations 
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included  in  the  consolidation  for  the  taxable  year 
were  in  existence  during  the  pre-war  period,  but  were 
not  then  affiliated  as  herein  defined,  then  the  average 
consolidated  invested  capital  for  the  pre-war  period 
shall  be  the  average  invested  capital  of  the  corpora- 
tions which  were  affiliated  in  the  pre-war  period  plus 
the  aggregate  of  the  average  invested  capital  for  each 
of  the  several  corporations  which  were  not  affiliated 
during  the  pre-war  period." 

In  connection  with  this  subject  of  pre-war  Corpora- 
net  income  and  pre-war  invested  capital,  the  ated^during 
Bureau  of  Internal  Revenue  has  ruled  ''that  in  pre-war 
determining  the  pre-war  net  income  and  pre-  not  during 
war  invested  capital  of  any  corporation  or  any  taxable 
group  of  affiliated  corporations,  where  such  cor- 
poration or  any  corporation  in  such  group  of 
affiliated  corporations  owned  or  controlled  sub-     , 
stantially  all  the  capital  stock  of  another  cor- 
poration or  other  corporations  during  the  whole 
or  any  part  of  the  pre-war  period  but  has  be- 
fore the  taxable  year  disposed  of  the  capital 
stock  of  the  latter,  the  income  of  the  latter  for 
that  part  of  the  pre-war  period  during  which 
substantially  all  of  the  capital  stock  thereof 
was  owned  by  the  former  be  included  with  the 
income  of  the  former  for  the  pre-war  period 
and  that  the  investment  of  the  former  in  the 
capital  stock  of  the  latter  be  treated  during  the 
pre-war  period  not  as  an  inadmissible  asset 
but  in  the  same  manner  as  if  the  latter  had  been 
actually  a  branch  or  department  or  had  been 
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actually  branches  or  departments  of  the  former 
and  the  former  had  held  direct  title  to  the  assets 
and  business  of  the  latter. ' ' 

In  conclusion,  it  may  be  said  that  the  general 
rule  which  has  been  followed  by  the  Bureau 
of  Internal  Revenue  in  the  development  of  the 
principles  applying  to  the  computation  of  con- 
solidated net  income  and  consolidated  invested 
capital  has  been  to  conform  to  the  principles  of 
sound  accounting  applied  to  affiliated  corpora- 
tions as  a  single  economic  unit  provided  such 
principles  are  not  inconsistent  with  the  income 
tax  statutes. 

2.    Assessment  of  Profits  Tax  by  Comparison 
with  Representative  Concerns 

The  Revenue  Acts  of  1917  and  1918  are  neces- 
sarily designed  in  their  main  essentials  to  apply 
to  the  average  taxpayer,  whether  corporation, 
partnership  or  individual.  Owing,  however,  to 
the  great  number  of  abnormal  cases  in  all 
classes  of  taxpayers  it  was  necessary  to  make 
special  provision  for  the  application  of  the 
profits  tax  to  such  cases. 

Section  210  of  the  Revenue  Act  of  1917  and 
Sections  327  and  328  of  the  Revenue  Act  of 
1918  were  designed  to  meet  the  requirements  of 
a  certain  class  of  abnormal  cases.  Broadly,  the 
purpose  of  these  sections  is  to  prescribe  a 
method  of  taxation  of  corporations  where  there 
exists  an  abnormal  condition  with  respect  to 
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net  income,  invested  capital  or  some  other 
factor  affecting  the  profits  tax,  the  object  being 
to  place  such  a  corporation  in  the  same  position 
as  to  taxation  as  other  representative  corpora- 
tions. 

In  the  1918  Act  two  specific  exceptions  are  Corpora- 
made  to  the  corporations  whose  profits  tax  may  excepted, 
be  assessed  under  Sections  327-328,  viz.,  (a) 
where  the  tax  as  otherwise  computed  is  high 
merely  because  the  corporation  earned  a  high 
rate  of  profit  on  a  normal  invested  capital,  and 
(b)  where  50  per  cent  or  more  of  the  gross  in- 
come, computed  in  accordance  with  the  provi- 
sions of  the  Act,  consists  of  gains,  profits,  com- 
missions or  other  income  derived  on  a  cost-plus 
basis  from  a  government  contract  or  contracts 
made  after  April  5,  1917,  and  before  November 
12,  1918. 

There  is  added  the  provision  that  the  profits  Foreign 
tax  of  foreign  corporations  shall  be  computed  tions°'^*' 
under  these  sections  of  the  1918  Act. 

Under  the  1917  and  1918  Acts,  the  methods  Technique 
of  making  the  adjustment  differ  in  technique,  tioi?^  **^^' 
but  the  results  are  the  same.  Under  the  1917 
Act,  the  deduction  from  net  income  subject  to 
excess  profits  tax  was  determined  in  the  spe- 
cial manner  described  below  and  thereafter  the 
rates  of  tax  applying  to  the  several  income 
brackets  were  computed;  under  the  1918  Act, 
the  percentage  of  profits  tax  to  net  income  is 
determined  as  outlined  below  and  this  percent- 
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age  applied  to  the  income  subject  to  the  profits 
tax.  It  will  be  observed  that  the  change  under 
the  1918  Act  merely  simplifies  the  method  of 
computing  the  tax  without  in  effect  changing  the 
result. 

In  order  that  a  corporation  may  be  consid- 
ered as  coming  under  these  special  sections, 
there  must  exist  an  abnormal  condition  with 
respect  to  net  income,  invested  capital  or  some 
other  material  factor  affecting  the  tax. 

As  outlined  in  Article  901  of  Regulations  45 
Revised,  application  for  assessment  under  Sec- 
tion 328  of  the  1918  Act  (Section  210  of  the 
1917  Act)  should  be  made  in  statement  form 
outlining  the  reasons  for  the  application,  the 
facts  on  which  it  is  based,  a  description  of  the 
trade  or  business,  the  invested  capital  and  net 
income  for  each  year  since  the  beginning  of  the 
pre-war  period,  and  showing  gains,  profits,  com- 
missions or  other  income  derived  on  a  cost-plus 
basis  from  Government  contracts  made  after 
April  5,  1917,  and  before  November  12,  1918, 
stating  the  percentage  of  such  gross  income  to 
the  total  gross  income  of  the  corporation. 

The  question  here  is  as  to  whether  invested 
capital  may  be  satisfactorily  computed.  In- 
vested capital  cannot  be  satisfactorily  com- 
puted in  every  case  even  though  the  tax- 
payer's books  tell  a  clear  story.  Abnormality  in 
invested  capital  may  arise  through  ultra-con- 
servative methods   of  accounting  followed  in 
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prior  years,  or  through  other  causes  not  affect- 
ing the  corporate  accounts  and  records.  Ordi- 
narily the  computation  of  invested  capital  from 
data  available  to  the  taxpayer  will  be  found  un- 
satisfactory under  the  following  circumstances : 

(a)  Entire  absence  or  incomplete  condition  of 
records. 

(6)  Improper  accounting  procedure  which  it  can 
be  shown  has  resulted  in  so  distorting 
figures,  possibly  through  improperly 
charging  capital  items  to  expense  ac- 
counts, etc.,  as  to  make  it  practically  im- 
possible to  correct  the  errors. 

(c)  Where  a  mixed  aggregate  of  tangible  or  in- 

tangible assets  has  been  acquired  by  an 
issue  of  stock  and  bonds  and  it  is  impos- 
sible satisfactorily  to  show  the  values  or 
classification  at  the  date  of  acquisition  of 
the  properties  received  for  stock  and 
bonds,  respectively. 

(d)  Where  it  can  be  shown  that  there  is  an  actual 

use  of  capital  of  importance  in  the  busi- 
ness which  is  not  reflected  in  statutory 
invested  capital.  This  might  come  about 
through  exceptional  credit  facilities  en- 
joyed by  a  taxpayer,  or  through  an  in- 
tangible asset  built  up  during  the  long 
existence  of  a  corporation  and  which  is  a 
material  income-producing  factor.  This  is 
true  also  in  cases  where  extensive  advertis- 
ing campaigns  have  developed  substantial 
intangible  value  at  a  cost  much  out  of  pro- 
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portion  to  profits  derived  during  the  period 
the  advertising  was  carried  on. 

(e)  "Where  an  abnormally  large  amount  of  bor- 
rowed money  is  used  as  compared  with  the 
invested  capital,  as  computed  without  the 
benefit  of  these  special  sections.  (Under 
the  1917  Act  this  would  not  apply  where 
the  addition  to  invested  capital  because  of 
the  disallowance  of  interest  as  an  income 
deduction  affords  proper  relief.) 

(/)  Under  the  1917  law,  failure  to  allow  for 
amortization,  obsolescence  or  exceptional 
depreciation  due  to  the  war,  or  the  neces- 
sity of  providing  plant  facilities  which 
will  not  be  wanted  in  the  trade  or  business 
after  the  termination  of  the  war.  (Under 
the  1918  Act  obsolescence  was  recognized 
as  an  allowable  deduction  similar  to  depre- 
ciation, and  special  sections  were  provided 
to  cover  amortization  of  war  facilities.) 

The  flexibility  of  these  sections  is  well  illus- 
trated by  recent  rulings  applying  these  sections 
to  cases  where  invested  capital  and  income  of 
the  pre-war  period  were  abnormal. 
Income.  It  is  very  difficult  to  definitely  classify  causes 

of  abnormal  conditions  in  connection  with  in- 
come. It  may  be  stated,  however,  that  a  large 
class  is  comprised  of  those  cases  where  income 
in  the  taxable  year  is  to  a  substantial  extent  the 
result  of  activities  of  former  years;  another 
large  group  consists  of  those  cases  in  which  the 
element  of  personal  service  enters  strongly, 
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such  cases  being  very  similar  to  those  taxable  as 
** personal  service"  corporations,  but  not  com- 
ing under  that  section  by  reason  of  the  employ- 
ment of  invested  capital  to  some  extent,  or  for 
some  other  reason.  Abnormally  large  income 
due  to  so-called  war  profits  does  not  furnish  a 
basis  for  assessment  under  these  special  sec- 
tions. 

If  a  corporation  has  been  held  to  come  within  Computa- 
the  provisions  of  these  sections,  it  then  becomes  ^^°^  ^^^' 
necessary  to  compute  the  profits  tax  in  accord- 
ance with  the  special  procedure.  In  brief,  this 
consists  of  the  selecting  of  tax  returns  of  other 
corporations  similarly  situated  and  the  applica- 
tion to  the  income  of  the  taxpayer  of  the  average 
rate  of  profits  tax  paid  by  these  similarly  situ- 
ated corporations  (1918  Act).  The  corporation 
is  requested  in  the  1918-1919  return  forms  to 
name  five  representative  corporations  in  its  lo- 
cality engaged  in  the  same  line  of  business.  On 
the  1917  return,  the  names  of  three  such  corpo- 
rations were  requested.  The  returns  of  these 
concerns  are  considered  by  the  Department  in 
arriving  at  the  tax  rate,  but  the  Government 
auditor  invariably  obtains  other  comparative 
returns,  selecting  eventually  as  many  as  a  half- 
dozen  if  possible.  It  is  desirable  to  obtain  for  Representa- 
this  purpose  audited  returns  of  corporations  in  cenis°"' 
the  same  line  of  business  (if  possible,  in  the 
same  locality)  having  about  the  same  gross  and 
net  income.    If  it  is  not  possible  to  select  con- 
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cerns  exactly  in  the  same  line  of  business,  those 
in  similar  lines  are  considered.  On  the  basis  of 
the  information  available  to  it,  the  Bureau  as- 
certains what  concerns  are  most  nearly  repre- 
sentative. In  each  case,  the  auditor  has  con- 
siderable latitude  for  the  use  of  judgment 
in  selecting  the  returns  to  be  used  in  deter- 
mining the  average  profits  tax  rate  to  be 
applied.  The  basic  principle  underlying  this 
procedure  is  to  place  a  taxpayer  on  the  same 
footing  with  regard  to  his  tax  status  as  con- 
cerns with  which  he  may  compete. 

The  important  point,  of  course,  is  the  tax  bur- 
den placed  upon  the  corporation,  that  is,  the 
percentage  of  tax  to  net  income  subject  to  such 
tax.  As  heretofore  noted,  the  provisions  of  the 
1917  and  1918  regulations  with  respect  to  these 
special  cases  aim  at  the  same  result  in  slightly 
different  ways;  the  1918  regulations  providing 
that  the  comparative  method  shall  be  used  to 
determine  the  percentage  of  profits  tax  to  be 
paid,  while  the  1917  regulations  direct  the  use 
of  the  comparative  returns  to  determine  the 
amount  which  shall  be  deducted  from  net  in- 
come subject  to  profits  tax  before  applying  the 
rates  specified.  Theoretically,  under  the  1917 
Act,  it  was  necessary  to  construct  the  invested 
capital.  As  a  practical  matter,  however,  this 
was  accomplished  by  first  determining,  follow- 
ing the  method  outlined  above  for  1918,  the  ex- 
cess profits  tax  to  be  assessed,  fixing  the  spe- 
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cific  deduction  for  the  pre-war  period  at  7  per 
cent  to  9  per  cent  of  invested  capital  and  work- 
ing backwards  to  set  up  a  figure  for  invested 
capital. 

It  will  be  appreciated  that  the  application  of  Petition  for 
this  section  of  the  law  is,  to  a  greater  extent  assessment, 
than  perhaps  any  of  the  other  sections,  a  matter 
of  judgment  in  the  particular  case  and  it  is 
therefore  necessary  that  such  cases  be  passed 
upon  by  a  greater  number  of  auditors  than  the 
ordinary  case.  In  fact,  it  is  almost  invariably 
necessary  to  determine  the  more  important 
points  in  conference  in  the  Bureau,  and  due  to 
this  it  is  not  infrequently  necessary  for  the 
Bureau  to  request  a  conference  with  the  tax- 
payer so  that  all  the  relevant  facts  may  be 
brought  out  before  the  amount  of  tax  assessable 
is  determined. 

It  is  doubtless  of  great  assistance  to  the  De- 
partment and  facilitates  the  handling  of  a  case 
to  have  the  facts  and  information  bearing  on  a 
given  case  clearly  set  forth  in  such  a  way  that 
they  will  be  readily  intelligible.  Also  because 
of  the  greater  necessity  for  the  use  of  discretion 
in  the  determination  of  these  special  cases,  it  is 
particularly  desirable  that  all  the  facts  be  pre- 
sented. For  instance,  to  take  a  hypothetical 
case  assumed  to  have  been  acted  upon  by  the  De- 
partment and  to  which  action  the  taxpayer  has 
some  objection,  a  model  statement  might  con- 
tain : 
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(a)  Name  of  corporation,  etc. 

(6)   Synopsis  of  the  previous  steps  in  the  case. 

(c)  Description  of  the  type  of  organization,  date 

established,  location  of  offices,  plants,  etc., 
and  date  of  close  of  year. 

(d)  Description  of  taxpayer's  business,  bringing 

out  all  important  distinguishing  features, 
stating  any  corporate  affiliations  by  way 
of  stock  ownership,  financial  arrange- 
ments, etc. 

(e)  A  statement  of  the  reasons  supporting  the 

objections  made  to  the  Department's  ac- 
tion, based,  if  possible,  upon  the  figures 
and  facts  stated  in  the  original  tax  return 
or  in  any  subsequent  adjustments  by  the 
Department,  taking  up  in  detail,  for  in- 
stance, first,  the  facts  relative  to  income, 
and,  second,  similar  information  with  re- 
gard to  invested  capital. 

Payment  Special  provisions  were  made  under  the  1918 

Act  for  the  payment  of  the  tax  in  these  special 
cases,  as  follows : 

(a)  In  case  of  a  domestic  corporation  unable  ab- 

solutely to  determine  invested  capital,  the 
installments  are  to  be  based  on  a  profits  tax 
of  50  per  cent  of  the  net  income. 

(b)  In  case  of  a  domestic  corporation  able  to 

compute  a  minimum  invested  capital,  the 
profits  tax  is  to  be  based  on  such  invested 
capital  but  not  to  be  in  excess  of  50  per 
cent  of  net  income. 

(c)  For  a  foreign  corporation,  the  installments 

are  to  be  based  upon  a  computation  of  the 
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tax  using  1917  invested  capital,  adjusted 
for  any  subsequent  changes  attributable  to 
business  within  the  United  States,  such  tax 
to  be  not  more  than  50  per  cent  of  net 
income  subject  to  profits  tax. 

After  reporting  the  tax  due  on  one  of  the 
above  bases,  the  tax  is  computed  by  the  Bureau, 
and  if  the  correct  installments  are  shown  to 
be  greater  than  those  already  paid  the  addi- 
tional amount  is  due  and  payable  within  ten 
days  after  notice  and  demand  by  the  Collector 
of  Internal  Revenue. 

As  the  maximum  tax  for  1919  and  1920  would 
in  any  event  be  less  than  50  per  cent  of  the  net 
income,  the  foregoing  provisions  with  respect  to 
the  limitations  upon  the  payment  of  the  tax  in 
the  first  instance,  do  not  in  practice  apply  to 
those  years. 

It  is,  of  course,  the  policy  of  the  Bureau  to  as- 
sess the  profits  tax  on  the  basis  of  the  statutory 
invested  capital,  if  this  can  be  satisfactorily 
done,  having  recourse  to  the  special  sections 
only  in  cases  which  cannot  be  equitably  handled 
otherwise.  While  these  special  sections  are 
commonly  called  ''relief"  sections,  it  does  not 
necessarily  follow  that  the  tax,  as  assessed 
under  these  sections,  will  be  lower  than  un- 
der the  other  sections  of  the  law.  The  pur- 
pose of  these  sections,  it  is  to  be  remembered, 
is  to  protect  a  taxpayer  against  a  tax  burden 
heavier  than  that  of  others  in  his  situation,  due 
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to  conditions  in  connection  with  his  accounts 
and  records  and  other  factors  bearing  on  the 
tax  which  operate  against  him  when  the  sections 
of  the  law  designed  to  suit  the  average  case  are 
applied. 

Where  the  profits  tax  is  assessed  under  Sec- 
tion 210  of  the  Bevenue  Act  of  1917  or  under 
Sections  327  and  328  of  the  Bevenue  Act  of 
1918  for  one  year,  it  does  not  necessarily  fol- 
low that  assessment  will  be  similarly  made  in 
another  year,  nor  that  even  if  assessment  in 
another  year  is  similarly  made,  that  similar  re- 
lief will  follow.  Each  case  is  treated  on  its  in- 
dividual merits,  and  the  results  depend  entirely 
upon  the  circumstances  of  the  particular  case. 

3.    Nominal  Capital  and  Personal  Service 
Corporations 

Special  provision  has  been  made  in  the  Bev- 
enue Acts  of  both  1917  and  1918  for  ''personal 
service  corporations"  whose  income  is  to  be 
ascribed  primarily  to  the  activities  of  the  prin- 
cipal owners  or  stockholders  who  are  them- 
selves regularly  engaged  in  the  active  conduct 
of  the  affairs  of  the  corporation  and  in  which 
capital  (whether  invested  or  borrowed)  is  not 
a  material  income-producing  factor.  A  corpora- 
tion in  order  to  be  classified  as  a  personal  serv- 
ice corporation  must  derive  its  income  from 
a  profession  or  business  which  consists  princi- 
pally of  rendering  personal  services. 
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Section  209  of  the  Revenue  Act  of  1917  made  1917  and 
no  reference  to  personal  service  corporations  or  J?sions°' 
businesses  and  applied  not  only  to  corporations  compared, 
but  also  to  individuals  and  partnerships.  While 
the  1917  Act  refers  only  to  ''a  trade  or  business 
having  no  invested  capital  or  not  more  than  a 
nominal  capital,"  in  the  interpretation  of  Sec- 
tion 209  for  1917  with  respect  to  trades  or  busi- 
nesses, the  Bureau  of  Internal  Revenue  has 
applied  the  rules  as  laid  down  by  it  for  per- 
sonal service  corporations  under  the  Revenue 
Act  of  1918. 

As  in  the  case  of  determining  the  propriety  of  Each  case 
filing  a  consolidated  return  in  border-line  cases  its  own 
and  in  determining  the  applicability  of  the  pro-  "merits, 
visions  of  the  statutes  with  respect  to  assess- 
ment on  the  basis  of  representative  concerns, 
each  case  must  be  treated  on  its  own  individual 
merits  before  determination  can  be  made  as  to 
whether  it  comes  within  the  scope  of  "nominal 
capital"  cases  under  the  Revenue  Act  of  1917 
or  "personal  service  corporations"  under  the 
Revenue  Act  of  1918. 

Of  the  many  claims  for  assessment  under  the  Many 
various  "cushion"  or  relief  provisions  of  the  waSanted. 
1917  and  1918  statutes,  the  Bureau  of  Internal 
Revenue  has  probably  denied  more  claims  for 
assessment  as  a  "nominal  capital"  case  or  a 
"personal  service  corporation"  than  any  other 
class  of  claims.  Some  of  the  reasons  for  this 
are  as  follows : 
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(1)  Certain  concerns  have  made  claims  for 
assessment  as  "nominal  capital"  cases  simply 
because  their  income  for  the  taxable  year  was 
greatly  disproportionate  to  their  statutory  in- 
vested capital,  and  under  the  circumstances,  it 
was  considered  that  the  capital  of  such  concerns 
was  only  nominal  when  compared  with  the  in- 
come. Where  in  such  cases  the  use  of  capital, 
whether  owned  or  borrowed,  is  necessary  and  is 
ordinarily  an  important  income-producing  fac- 
tor (particularly  when  the  large  return  in  the 
taxable  year  was  due  to  unusual  war  condi- 
tions), the  Bureau  has  uniformly  taken  the 
position  that  neither  the  "nominal  capital" 
nor  the  "personal  service  corporation"  pro- 
vision of  the  1917  and  1918  Acts,  respect- 
ively, apply.  For  example,  a  certain  mer- 
chant had  stocked  up  at  the  beginning  of 
the  year  1917  a  large  quantity  of  merchan- 
dise which  he  had  acquired  at  the  low  pre-war 
prices.  As  a  result  of  war  conditions  he  was 
able  to  dispose  of  his  goods  at  many  times  the 
cost,  with  the  result  that  his  net  income  for  1917 
was  several  times  the  investment  which  he  had 
in  the  business  at  the  beginning  of  1917.  He 
argued  that  the  capital  employed  by  him  in  the 
business  was  only  "nominal"  when  compared 
with  the  income  realized  therefrom  and  that 
therefore  he  should  be  assessed  only  at  the  8 
per  cent  rate  provided  for  in  Section  209  of  the 
Revenue  Act  of  1917.    The  excess  profits  tax  in 
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this  case  was  assessed  on  the  basis  of  the  con- 
cern having  invested  capital.  '*  Nominal  capi- 
taP'  has  been  held  by  the  Bureau  to  mean  cap- 
ital in  name  only. 

(2)  A  great  many  corporations  have  claimed  Case  of 
that  they  were  entitled  to  assessment  in  1917  capitaliza- 
under  Section  209  as  having  ''not  more  than  a  *^°"- 
nominal  capital"  because  the  par  value  of  the 
capital  stock  issued  was  extremely  small,  in  fact 

only  "nominal"  as  they  termed  it,  although  it 
was  admitted  that  a  large  amount  of  borrowed 
capital  was  employed  in  the  business.  In  such 
cases,  if  the  use  of  capital  is  an  important  in- 
come-producing factor,  the  Bureau  will  not 
make  an  assessment  as  a  "nominal  capital"  cor- 
poration or  as  a  "personal  service  corpora- 
tion." For  example,  a  certain  realty-holding 
corporation  had  issued  and  outstanding  only 
$1,000  par  value  of  capital  stock  and  $500,000 
par  value  of  mortgage  bonds.  It  contended 
that  its  capitalization  was  only  nominal  and 
that  it  therefore  was  entitled  to  assessment  as 
a  "nominal  capital"  corporation.  It  was  held, 
however,  that  this  corporation  had  more  than 
a  nominal  capital,  although  such  capital  was  in 
the  form  of  borrowed  money,  and  that  therefore 
the  provisions  of  Section  209  of  the  Act  of  1917 
did  not  apply. 

(3)  There  is  a  large  class  of  corporations  Traffic  in 
whose  income  is  derived  from  the  services  of  others!^  ° 
others,  and  who  have  filed  returns  as  "personal 
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service  corporations,"  but  whom  the  Bureau 
has  refused  to  recognize  as  such.  In  this  class 
of  corporations,  while  the  stockholders  super- 
vised or  directed  the  activities  of  the  employees, 
the  compensation  received  for  the  services  of 
such  employees  could  not  be  primarily  attrib- 
uted to  the  experience  or  skill  of  the  stockhold- 
ers. For  example,  a  certain  corporation,  em- 
ploying a  large  number  of  people,  maintained 
boot-black  stands  in  various  localities  of  a  cer- 
tain city.  All  of  the  stock  of  this  corporation 
was  owned  by  three  men.  All  their  time  was 
devoted  to  supervising  the  employees  of  the 
corporation  and  managing  its  affairs.  This  cor- 
poration filed  its  returns  for  1918  and  1919  as 
a  ''personal  service  corporation,"  contending 
that  its  business  consisted  in  the  rendition  of 
personal  services.  The  representative  of  the 
corporation  argued  that  when  the  corporation's 
employees  polished  the  shoes  of  customers, 
they  were  performing  a  personal  service  for 
such  customers,  and  that  therefore  the  corpora- 
tion was  entitled  to  be  classed  as  a  personal 
service  corporation  and  be  treated  for  tax  pur- 
poses accordingly.  It  was  held  that  this  was  a 
case  where  the  income  was  derived  primarily 
through  the  labor  or  services  of  others,  and 
that  even  though  the  stockholders  gave  their 
personal  attention  to  the  management  of  the 
affairs  of  the  corporation  so  that  it  was  en- 
abled to  earn  more  than  other  concerns  engaged 
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in  a  like  or  similar  business,  since  it  could  not 
be  said  that  its  income  was  due  primarily  to  the 
activities  of  its  principal  stockholders,  it  could 
not  be  classed  as  a  ''personal  service  corpora- 
tion." 

(4)  There  is  another  class  of  corporations  Type  of 
which  although  actually  engaged  in  the  business  ing  corpo-' 
of  merchandising  filed  its  excess  profits  tax  re-  ration, 
turns  for  1917  as  "not  having  more  than  nomi- 
nal capital"  and  its  returns  for  1918  and  1919  as 
"personal  service  corporations."  This  class  is 
typified  by  the  small  retail  store  which  has  been 
incorporated  and  the  sole  stockholder  of  which 
is  manager,  buyer  and  salesman — "captain 
and  crew"  combined.  In  a  particular  case  the 
argument  was  presented  that  as  the  business  of 
the  corporation  consisted  of  selling  shoes  to 
women,  the  sole  stockholder,  acting  as  sales- 
man, performed  the  service  of  fitting  shoes  to 
his  customers ;  and  as  he  made  it  his  business  to 
try  to  please  them  and  cater  to  their  personal 
likes,  his  motto  being  "personal  service,"  his 
business  was  profitable  and  under  the  cir- 
cumstances it  was  claimed  that  the  income 
of  the  corporation  was  attributable  primarily  to 
the  activities  of  its  stockholder.  The  decision 
in  this  case  was  that  the  use  of  capital  was 
the  primary  income-producing  factor  and  that 
moreover  as  the  income  of  the  corporation  was 
derived  as  a  result  of  trading,  it  could  not  be 
assessed  for  1917  as  a  corporation  having  "no 
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invested  capital  or  not  more  than  a  nominal 
capital"  nor  for  1918  and  1919  as  a  ** personal 
service  corporation." 
So-called  (5)  Certain  other  corporations  claiming  to 

merchants."  ^®  commission  merchants  have  filed  returns  as 
personal  service  corporations,  but  upon  the 
audit  of  these  returns  by  the  Bureau  it  was 
determined  that  the  commission  business  trans- 
acted was  one  in  name  only,  and  that  the  income 
received  while  termed  ''commissions"  was  in 
reality  profit  on  the  sale  of  goods.  The  Bureau 
in  these  cases  has  denied  the  privilege  of  class- 
ification as  ''personal  service  corporations." 
For  example,  a  corporation  was  in  the  business 
of  buying  and  selling  steel.  It  had  three  stock- 
holders, all  of  whom  were  officers  and  active 
in  the  conduct  of  the  business.  These  men  were 
technically  trained  and  had  wide  experience  in 
their  line  of  business.  The  corporation  had 
only  five  employees — one  bookkeeper,  two 
clerks  and  two  stenographers.  The  function  of 
the  officers  was  to  ascertain  the  requirements 
of  their  customers  with  respect  to  certain 
grades  of  steel  and  then  to  find  the  people  from 
whom  they  could  obtain  this  steel  at  the  best 
price.  An  offer  would  then  be  made  to  the  cus- 
tomers for  the  particular  grade  of  steel  at  a 
uniform  price  of  10  per  cent  in  excess  of  what 
it  could  be  purchased  for  from  the  producer. 
This  10  per  cent  was  regarded  as  a  commission 
for  performing  the  services  of  "buyers."    The 
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so-called  commission  merchants  would  then  pur- 
chase the  steel,  which  they  had  already  sold, 
from  the  producer.  The  argument  was  made 
that  title  was  taken  to  the  goods  as  a  matter 
of  convenience  only,  that  the  goods  never  actu- 
ally passed  through  the  hands  of  the  corpora- 
tion in  question  as  they  were  shipped  by  the 
producer  direct  to  the  customer  and  that  the 
company  carried  no  stock  of  goods  on  hand  at 
any  time.  Because  the  corporation  assumed  all 
financial  responsibility  and  risk,  it  was  held  that 
although  it  was  apparent  in  the  particular  case 
that  the  income  of  the  corporation  was  due  pri- 
marily to  the  knowledge,  connections,  experi- 
ence and  activities  of  its  stockholders,  the  cor- 
poration could  not  be  classed  as  a  personal 
service  corporation,  as  over  50  per  cent  of 
the  gross  income  of  the  corporation  consisted 
of  gains,  profits  or  income  derived  from  trad- 
ing as  a  principal.  The  fact  that  the  earnings 
of  the  corporation  were  termed  commissions 
or  fees  did  not  overcome  the  fact  that  such  earn- 
ings represented  the  difference  between  the 
sales  prices  and  costs  of  the  steel  sold  less 
the  expenses  incurred.  The  Bureau  of  Internal 
Revenue  has  been  extremely  rigid  in  adhering 
to  its  rule  that  if  the  business  of  the  corpora- 
tion took  the  form  of  trading,  regardless  of  any 
other  elements  present,  it  could  not  qualify  as 
a  personal  service  corporation. 

(6)  Typical  of  another  class   of  cases  for 
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Concerns  1917  is  a  concem  having  no  invested  capital 
invested °  ^7  reason  of  the  limitations  of  the  statute.  Con- 
capital,  cerns  in  this  class  contended  that  as  Section  209 
of  the  Revenue  Act  of  1917  provided  for  the  as- 
sessment of  businesses  having  *  'no  invested  cap- 
ital, ' '  even  though  the  particular  businesses  ren- 
dered no  personal  services  and  the  income  was 
derived  primarily  from  the  use  of  capital,  and 
as  the  particular  corporation  had  no  invested 
capital  by  reason  of  the  restrictive  clauses  of 
Section  207,  Section  209  applied.  For  example, 
a  certain  corporation  which  had  reorganized 
after  March  3,  1917,  after  having  gone  through 
the  hands  of  a  receiver — the  reorganization  be- 
ing for  the  sole  benefit  of  the  creditors — issued 
$5,000  par  value  of  capital  stock  for  good- 
will and  noninterest-bearing  notes  for  the  net 
tangible  assets  acquired.  As  goodwill  acquired 
with  capital  stock  after  March  3,  1917  cannot 
be  taken  into  invested  capital  under  the  Act  of 
1917  at  an  amount  in  excess  of  what  the  prede- 
cessor business  would  have  been  permitted  to 
take,  and  as  in  the  particular  case  the  predeces- 
sor business  would  not  have  been  entitled  under 
the  statute  to  any  goodwill  as  invested  capital, 
and  as  the  noninterest-bearing  notes  repre- 
sented borrowed  money,  the  corporation  was  left 
with  no  invested  capital.  The  Bureau,  however, 
interpreted  the  clause  in  Section  209  **  trade  or 
business  having  no  invested  capital"  as  mean- 
ing trade  or  business  having  no  capital,  owned 
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or  borrowed,  invested  in  the  trade  or  business, 
and  as  the  very  foundation  for  the  income  of 
this  corporation  was  the  use  of  substantial  capi- 
tal (i.  e.,  capital  in  its  economic  sense,  which  in 
this  case  happened  to  be  borrowed)  it  ruled  that 
Section  209  did  not  apply.  This  case,  however, 
was  clearly  one  in  which  the  Secretary  of  the 
Treasury  was  unable  to  satisfactorily  deter- 
mine the  invested  capital,  and  so  assessment  of 
the  excess  profits  tax  for  1917  was  made  under 
the  terms  of  Section  210  by  comparison  with 
representative  concerns.  Assessment  in  this 
manner  relieved  the  taxpayer  from  the  undue 
hardships  which  would  have  followed  if  the  ex- 
cess profits  tax  had  been  determined  in  accord- 
ance with  the  provisions  of  Sections  201  and 
207  of  the  1917  Act. 

(7)  A  certain  class  of  publishers  furnishes  Publishers, 
another  illustration  of  concerns  which  have  ap- 
plied for  assessment  of  the  excess  profits  tax 
for  1917  as  concerns  having  no  invested  capital, 
that  is,  at  the  flat  8  per  cent  rate,  and  the 
tax  for  1918  and  1919  as  personal  service  cor- 
porations, but  where  the  Bureau  has  not  per- 
mitted assessment  on  such  bases.  For  example, 
a  certain  corporation  published  a  daily  news- 
paper of  large  circulation.  The  corporation 
owned  its  own  printing  establishment  in  which 
it  had  invested  large  sums  and  employed 
quite  a  large  personnel — reporters,  clerks,  etc. 
The  editor  of  the  newspaper  was  the  sole  stock- 
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holder  of  the  corporation.  The  policies  of  the 
paper  were  determined  by  its  editor,  who  had 
built  up  for  the  paper  a  substantial  reputation. 
The  argument  was  made  that  the  prosperity  of 
the  corporation  was  due  to  the  indefatigable 
and  untiring  energy  of  the  editor,  to  his  far- 
sighted  policies  and  to  his  reputation,  and  that 
the  corporation  in  giving  news  of  the  right  kind 
to  the  public  was  educating  the  public  and  ren- 
dering it  personal  service.  It  was  ruled,  how- 
ever, that,  with  all  due  respect  to  the  editor, 
substantially  all  the  profits  of  the  corporation 
could  not  be  attributed  to  its  sole  stockholder, 
and  that  as  capital  was  a  very  material  income- 
producing  factor  assessment  could  not  be  made 
for  1917  as  a  corporation  having  ''no  invested 
capital"  nor  for  1918  and  1919  as  a  ''personal 
service  corporation." 

(8)  Another  class  of  corporations  which 
have  made  claims  for  assessment  as  concerns 
having  "no  invested  capital"  or  as  "personal 
service  corporations,"  but  which  claims  have 
been  denied  by  the  Bureau,  are  those  known 
as  "semi-personal  service  corporations."  The 
businesses  of  corporations  in  this  class  com- 
bined the  elements  of  personal  service  and 
non-personal  service  corporations.  In  these 
cases  the  stockholders  were  actively  en- 
gaged in  the  conduct  of  the  business  and  to  their 
activities  a  very  substantial  part  of  the  income 
was  directly  due.    For  example,  a  certain  cor- 
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poration  which  had  four  stockholders,  all  of 
whom  were  active  in  the  affairs  of  the  corpora- 
tion, stated  that  it  was  in  the  wholesale  produce 
business  as  commission  merchants.  Upon  an  an- 
alysis of  the  facts,  however,  it  was  ascertained 
that  only  about  one-half  of  the  corporation's  net 
income  was  derived  on  a  straight  commission 
basis  as  the  result  of  the  sale  of  products  con- 
signed to  it.  "With  respect  to  the  products  thus 
consigned  no  financial  risks  whatever  were  as- 
sumed by  the  corporation.  The  other  half  of 
the  net  income  was  due  to  the  purchase  of  pro- 
duce and  the  subsequent  sale  thereof.  The  cor- 
poration with  respect  to  this  end  of  its  activities 
was  engaged  in  trading  and  assumed  such  risks 
as  those  of  market  fluctuations,  bad  debts,  fail- 
ure to  accept  shipments,  etc.  The  buying  and 
selling  was  entirely  carried  on  by  the  stockhold- 
ers of  the  corporation  and  in  fact  the  profits 
realized  on  this  end  of  the  activities  of  the  cor- 
poration were  not  substantially  greater  than  if 
these  transactions  had  been  conducted  on  a 
straight  commission  basis.  The  argument  was 
made  that  substantially  all  of  the  income  of  the 
corporation  was  derived  from  the  personal  ac- 
tivities of  its  stockholders  and  that  it  should  not 
be  discriminated  against  because  of  the  form 
that  some  of  the  transactions  took.  These  argu- 
ments, however,  did  not  satisfy  and  it  was 
ruled  that  because  of  the  form  in  which  a  con- 
siderable part  of  the  business  was  conducted, 
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capital  was  a  necessary  and  material  income- 
producing  factor  and  that  as  over  50  per  cent 
of  the  gross  income  of  the  corporation  consisted 
of  profits  derived  from  trading  as  a  principal, 
the  corporation  could  not  qualify  as  a  personal 
service  one.  Relief  was  found,  however,  for 
1917  by  assessment  of  the  excess  profits  tax  on 
the  basis  of  that  paid  by  representative  con- 
cerns and  for  1918  by  assessment  as  a  partly 
personal  service  corporation.  This  latter  class 
of  corporations  will  be  more  fully  dealt  with 
later. 

(9)  Claims  for  assessment  as  corporations 
having  "no  invested  capital"  or  not  more  than 
a  nominal  capital  have  been  made  by  corpora- 
tions whose  sole  income  was  derived  from  royal- 
ties received  under  license  agreements  for  the 
use  of  patents  in  the  possession  of  the  corpora- 
tion. For  example,  in  a  certain  case  an  individ- 
ual patented  certain  devices  which  were  of  great 
use  to  a  certain  corporation  in  the  manufacture 
of  its  product.  Corporation  A  was  organized 
and  this  patent  was  turned  over  to  it  for  its  cap- 
ital stock.  A  license  agreement  was  there- 
upon entered  into  between  the  manufacturing 
corporation  and  Corporation  A  authorizing  the 
former  to  use  the  patents  for  certain  specified 
royalties  which  were  to  be  paid  periodically  to 
Corporation  A.  The  claim  was  made  by  the 
representative  of  Corporation  A  that  the  cor- 
poration had  ' '  no  capital, ' '  as  patents  were  not 
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capital  in  the  sense  contemplated  by  the  statute, 
and  that  the  income  derived  by  the  corporation 
represented  the  fruits  of  activities  of  its  stock- 
holders prior  to  the  invention  of  the  particular 
device  and  the  patenting  thereof.  The  Bureau, 
however,  held  that  the  investment  of  the  corpo- 
ration in  patents  established  the  corporation  as 
one  having  more  than  nominal  capital  within 
the  meaning  of  Section  209  of  the  Revenue  Act 
of  October  3, 1917,  and  that  where  the  income  of 
a  corporation  is  derived  entirely  as  a  result 
of  the  ownership  of  certain  property  (such  as 
patents  in  this  case)  it  cannot  be  said  that  the 
income  is  derived  from  the  personal  activities 
of  its  stockholders  and  that  therefore  Section 
209  does  not  apply. 

In  this  connection,  a  recent  decision  in  the  Income 
United  States  District  Court,  District  of  New  ownership 
Jersey,  (268  Fed.  377),  is  of  interest.    District  of  patents. 
Judge  Bodine,  in  dismissing  the  Government's 
motion  to  strike  out  plaintiff's  complaint  in  an 
action   to   recover   an   additional   war   excess 
profits  tax  for  the  year  1917  imposed  under 
Section  210  of  the  Revenue  Act  of  1917  (the 
original  tax  having  been  paid  by  plaintiff  in 
accordance  with  the  provisions  of  Section  209 
of  that  Act  on  the  theory  that  it  was  a  corpora- 
tion **  having  no  invested  capital  or  not  more 
than  a  nominal  capital"),  said,  in  part:  '* Pat- 
ents were  never  capital  in  an  economic  sense. 
Congress  included  them  within  the  term  4n- 
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vested  capital'  to  the  extent  only  of  the  invest- 
ment in  them;  if  no  investment  in  them,  then 
they  remain  in  the  same  class  as  that  intangible 
something  which  makes  for  the  wealth  of  the 
professional  man,  the  broker,  or  others  engaged 
in  a  personal  service,  which  could  never  be 
*  capital, '  except  in  name  only.  The  decision  of 
this  case,  however,  need  not  depend  solely  upon 
the  meaning  of  the  word  'capital,'  to  be  found 
in  the  distinction  between  invested  capital'  and 
'nominal  capital,'  as  used  in  the  Act.  The  pat- 
ents which  the  plaintiff  owned  were  the  concrete 
embodiment  of  the  skill  which  the  plaintiff  pos- 
sessed in  its  field  of  activity.  This  skill  or  ser- 
vice it  bartered  for  a  consideration.  Such  skill 
or  service  is  like  the  service  a  lawyer  in  large 
practice  renders  for  an  annual  retainer  and  is 
very  nearly  akin  to  the  service  which  a  commis- 
sion house  renders  to  those  who  buy  and  sell 
through  it,  or  the  service  of  a  concern  engaged 
in  selling  or  leasing  real  estate  and  in  writing 
insurance.  The  plaintiff's  source  of  income  was 
that  which  certain  persons  were  willing  to  pay 
it  for  the  use  of  its  skill  and  knowledge.  It  is 
true  that  skill  and  knowledge  had  been  reduced 
to  concrete  form;  but  the  payment  was  for  the 
use  of  the  skill  and  knowledge,  and  not  for  any 
part  or  parcel  of  the  form  to  which  the  skill  and 
knowledge  had  been  reduced.  Hence  it  would 
seem  that  in  a  very  real  sense  the  plaintiff  was 
engaged  in  rendering  a  personal  service,  and 
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was  not  employing  'capital,'  and  certainly  no 
more  than  a  'nominal  capital'." 

(10)  Theaters  represent  another  class  of  en-  Theaters, 
terprises  which  have  frequently  made  claims  for 
assessment  as  businesses  having  ''not  more 
than  a  nominal  capital"  or  as  "personal  ser- 
vice corporations,"  but  which  in  most  instances 
were  denied  the  privilege  of  assessment  in  this 
manner  upon  an  audit  by  the  Bureau  of  the  re- 
turns which  were  filed.  These  enterprises  con- 
tended that  they  were  in  the  business  of  enter- 
taining their  patrons  and  that  their  activities 
certainly  constituted  the  rendition  of  personal 
services,  notwithstanding  the  fact  that  equip- 
ment, a  theater  building  and  a  considerable  per- 
sonnel were  necessary.  For  example,  in  one 
instance,  a  corporation  which  had  only  one 
stockholder,  who  was  its  principal  officer  and 
very  active  in  its  affairs,  owned  its  own  theater 
building  and  booked  its  own  shows.  The  stock- 
holder was  a  well-known  theatrical  man.  His 
policy  was  to  give  the  public  the  kind  of  enter- 
tainment he  thought  it  wanted  and  he  person- 
ally arranged  for  the  procurement  of  the  talent. 
Arguments  were  strenuously  made  that  the  cor- 
poration was  certainly  rendering  personal  ser- 
vices as  the  result  of  its  activities,  and  as  the 
owner  was  active  in  the  affairs  of  the  business 
that  therefore  assessment  should  be  made  as  a 
"personal  service  corporation."  The  Bureau, 
however,  ruled  that  while  in  a  sense  the  services 
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performed  by  the  corporation  were  personal 
services,  the  income  of  the  corporation  could 
not  be  ascribed  primarily  to  the  personal 
activities  of  its  sole  stockholder,  and  that  the 
possession  of  its  own  theater  building  by  the 
corporation  carried  with  it  the  presumption  that 
capital  was  a  material  income-producing  factor. 
The  Bureau  in  fact  held  that  only  the  em- 
ployees of  the  corporation  and  those  who  actu- 
ally furnished  the  entertainment  were  contrib- 
uting personal  services,  and  it  was  largely  as  a 
result  of  these  services,  together  with  the  pos- 
session of  the  facilities  owned  by  the  corpo- 
ration, that  the  income  of  the  corporation  was 
produced.  It  was  therefore  ruled  that  this 
corporation  could  not  be  classed  as  a  personal 
service  corporation  under  the  Act  of  1918. 
Assessment  was  made  under  the  invested  cap- 
ital provisions  of  the  statute. 

The  foregoing  decisions  have  been  in  each  in- 
stance illustrations  of  cases  where  the  particu- 
lar concern  filed  its  return  on  the  basis  of  "hav- 
ing no  invested  capital  or  not  more  than  a  nom- 
inal capital,"  or  as  a  ''personal  service  corpo- 
ration," but  where,  upon  audit,  determination 
was  made  that  these  special  provisions  of  the 
respective  statutes  did  not  apply. 

The  following  illustrations  are  cases  where 
assessment  of  the  excess  profits  tax  for  1917 
was  permitted  to  be  made  under  the  provisions 
of  Section  209  dealing  with  concerns  ''having 
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no  invested  capital  or  not  more  than  a  nominal 
capital,"  and  the  tax  for  1918  and  subsequent 
years  under  the  provisions  of  Section  218(e) 
of  the  Revenue  Act  of  1918  dealing  with  per- 
sonal service  corporations: 

(1)  A  corporation  was  organized  by  a  firm  of  Corpora- 
noted  architects.  These  architects  carried  on  a°chhects 
their  business  thereafter  through  the  corpora- 
tion. All  the  stock  of  the  corporation  was  held 
by  these  men  in  the  same  proportion  in  which 
they  were  previously  entitled  to  share  in  the 
predecessor  partnership's  profits.  The  cor- 
poration employed  a  substantial  capital  in  its 
business.  Its  capital  consisted  of  office  furni- 
ture and  a  considerable  fund  of  cash  which  was 
necessary  to  meet  the  requirements  of  a  pay- 
roll for  quite  a  large  staff  of  draftsmen,  clerks, 
etc.  The  corporation  had  filed  its  excess  profits 
tax  return  for  1917  under  Section  209  of  the 
Act.  The  question  was  at  first  raised  as  to  the 
propriety  of  the  application  of  this  section  to 
this  case  inasmuch  as  the  corporation  actually 
employed  substantial  capital  in  its  business  and 
appeared  to  derive  income  as  the  result  of  the 
services  rendered  by  its  employees  as  well  as  of 
the  services  rendered  by  its  stockholders.  Upon 
further  analysis  and  study  of  the  case  and  after 
conference  with  the  representatives  of  the  cor- 
poration, it  was  ruled  that  the  income  of  the 
corporation  was  due  primarily  to  the  activities 
of  its  stockholders  inasmuch  as  the  fees  col- 
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lected,  which  were  very  large,  were  almost  en- 
tirely the  result  of  the  ideas  conceived  in  the 
brains  of  these  stockholders,  and  that  the  capi- 
tal employed  was  not  more  than  an  incident  in 
the  carrying  out  of  these  ideas,  and  that  the 
services  of  whatever  kind  rendered  by  the  em- 
ployees of  the  corporation  received  their  value 
from  the  services  rendered  by  the  stockholders. 
It  was  therefore  held  entirely  proper  to  assess 
this  corporation  for  1917  as  one  not  having  in- 
vested capital,  and  for  1918  as  a  "personal  ser- 
vice corporation. ' ' 
Commercial  (2)  In  another  case,  a  corporation  conducted 
°°''  a  commercial  school.    It  had  J&ve  stockholders 

each  of  whom  devoted  his  time  to  the  affairs  of 
the  corporation.  These  men  were  expert  in 
their  particular  lines  of  endeavor.  They  pre- 
pared courses,  inspected  the  lessons,  and  super- 
vised the  teaching  by  a  dozen  others  who  were 
much  inferior  to  the  stockholders  in  ability.  In 
this  particular  case,  the  corporation  required 
funds  to  a  certain  degree  for  office  furniture, 
stationery,  text-books,  and  the  salaries  of  its 
employees.  The  ruling  in  this  case  was  that  the 
corporation  should  be  classed  as  a  personal  ser- 
vice corporation  for  the  reason  that  its  income 
was  derived  from  a  profession  or  business  con- 
sisting entirely  of  rendering  personal  service 
and  the  earnings  of  which  were  due  primarily 
to  the  activities  of  the  stockholders,  and  in 
which  the  employment  of  capital  was  only  in- 
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cidental.  The  capital  employed  was  of  the  same 
nature  as  that  which  might  be  employed  by  a 
firm  of  attorneys  having  substantial  sums  in- 
vested in  a  law  library,  etc. 

(3)  As  an  illustration  of  a  corporation  in  Personal 
this  class,  the  case  of  one  organized  by  three  portion 
photographers   to  engage   in  the  business   of  having 
photography  is  given.     These  photographers  personal 
devoted  all  their  time  to  the  business  and  were  element, 
experts  in  their  line.     They  had  three  assist- 
ants.    Over  95  per  cent  of  the  income  came 
directly    from    services    rendered    as    photo- 
graphers.   Approximately  5  per  cent  was  the 
result  of  income  arising  from  the  sale  of  pic- 
ture frames.    It  was  decided  that  as  the  non- 
personal  element  in  the  business  was  negligible 
and  incidental  and  as  a  very  small  part  of  its 
earnings   could  be   ascribed  to   such   sources, 
and  as  substantially  all  the   earnings   of  the 
corporation  were  attributable  directly  to  the 
personal  activities  of  its  stockholders,  the  cor- 
poration was  entitled  to  be  classified  as  a  per- 
sonal service   corporation. 

Another  illustration  of  a  corporation  coming 
in  this  class  is  that  of  a  corporation  engaged  in 
conducting  a  ''beauty  parlor."  Its  stockhold- 
ers consisted  of  three  women  each  of  whom 
was  active  in  the  affairs  of  the  corporation  and 
devoted  all  her  time  to  carrying  on  the  work  re- 
quired, such  as  hair  dressing,  shampooing, 
manicuring,   etc.     The   corporation,   however, 
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carried  a  line  of  toilet  articles  for  the  conven- 
ience of  its  patrons.  Of  the  income  earned  by 
the  corporation,  approximately  97  per  cent  was 
derived  directly  from  fees  received  as  the  re- 
sult of  the  personal  services  rendered  by  its 
stockholders.  Only  approximately  3  per  cent 
was  derived  as  the  result  of  profit  on  the  sale 
of  its  toilet  articles.  It  was  held  that,  as  the 
non-personal  service  element  was  negligible  and 
merely  incidental  and  that  as  practically  the 
entire  income  of  the  corporation  was  ascribable 
to  the  personal  services  of  its  stockholders, 
the  corporation  was  correct  in  filing  its  return 
under  the  provisions  of  the  1918  Act  dealing 
with  personal  service  corporations. 
Theatrical  (4)  A  certain  leading  actress  organized  a 
company,  corporation  for  the  conduct  of  her  enterprise. 
She  had  associated  with  her  about  fifteen  peo- 
ple. The  capital  of  the  corporation  was  in- 
vested in  costumes  and  scenery,  and  used  for 
salaries  and  wages  of  employees.  The  actress 
owned  all  the  stock  of  the  corporation.  She 
played  the  leading  roles  in  the  acts  produced. 
In  this  case  it  was  held  that  the  income  derived 
by  the  corporation  was  due  primarily  to  the 
activities  of  its  stockholder,  that  the  corpora- 
tion was  rendering  personal  services,  that  cap- 
ital was  not  a  material  income-producing  factor, 
that  the  cast  was  only  to  lend  color  to  the  bril- 
liancy of  this  actress,  and  that  the  income  de- 
rived was   almost  entirely  the  result  of  her 
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skill,  ability  and  reputation.  Therefore  this 
corporation  was  treated  as  a  personal  service 
corporation  under  the  1918  Act. 

(5)  Another  illustration  which  may  be  given  Country 
as  coming  within  the  scope  of  a  ''personal  ser-  newspaper, 
vice  corporation"  is  a  small  country  newspaper, 

all  of  the  capital  stock  of  which  is  owned  by  a 
few  people  who  are  all  active  in  the  affairs  of 
the  corporation,  and  where  the  corporation  does 
not  own  its  own  printing  plant  but  has  its  print- 
ing done  outside,  and  where  the  copy  is  pre- 
pared and  edited  by  the  stockholders.  In  such 
a  case  it  has  been  rtiled  that  capital  is  not  an 
income-producing  factor  and  that  the  income  of 
the  corporation  is  to  be  ascribed  primarily  to 
the  personal  services  rendered  by  its  stock- 
holders. 

(6)  Another  class  of  cases  considered  as  hav-  Selling  on 
ing  no  invested  capital  for  1917  and  as  per-  s?on. 
sonal  service  corporations  for  1918  and  subse- 
quent years  is  well  illustrated  by  a  corporation 
engaged  solely  in  the  business  of  acting  on  a 
commission  basis  as  agent  for  principals  in  the 
sale  of  goods  belonging  to  the  principals  where 
the  stockholders  of  the  corporation  were  act- 
ively engaged  in  the  affairs  of  the  business,  and 
the  income  of  the  corporation  was  ascribable 
primarily  to  such  activities.  As  an  illustration 
of  the  above,  a  corporation  in  New  York  was 
organized  by  four  men,  two  of  whom  were  sales- 
men and  two  of  whom  were  mechanical  engi- 

219 


commis- 


FEDERAL  CORPORATE  INCOME  TAXES 

neers.  They  employed  a  few  clerks  and  carried 
just  enough  capital  to  meet  their  expenses.  The 
business  of  this  corporation  was  to  go  into  in- 
dustrial plants  and  make  recommendations  for 
requirements  as  to  machinery,  etc.  This  cor- 
poration would  then  order  such  machinery  for 
its  clients  as  was  required,  and  would  obtain 
from  both  the  vendor  and  the  vendee  a  com- 
mission for  services  performed.  It  was  decided 
that  all  the  elements  of  a  personal  service  cor- 
poration were  present  and  therefore  assessment 
of  the  tax  was  made  accordingly. 
Difficulty  It  is  a  very  difficult  matter  to  lay  down  spe- 

down  r3es.  cific  rules  as  to  the  applicability  of  the  section 
of  the  1917  Act  dealing  with  businesses  having 
no  invested  capital  or  not  more  than  a  nominal 
capital,  and  of  the  provision  of  the  1918  Act 
dealing  with  personal  service  corporations.  As 
has  been  previously  mentioned,  it  is  necessary 
that  each  case  be  treated  on  its  own  merits,  and 
until  all  the  facts  have  been  carefully  consid- 
ered no  decision  can  be  made.  The  reader  is 
referred  to  Regulations  45  in  connection  with 
the  tax  of  1918.  It  will  be  observed  that  these 
regulations  appear  to  be  rather  rigid  and  ex- 
clusive. 

Criticism  has  been  made  that  while  some  con- 
cerns that  are  border-line  cases  may  find  relief 
under  the  section  of  the  1918  Act  dealing  with 
partly  personal  service  corporations  and  under 
the  provisions  of  the  1918  Act  dealing  with  tax- 
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ation  on  the  basis  of  representative  concerns, 
there  are  a  great  many  such  cases  which  do  not 
find  sufficient  relief  under  these  provisions.  It 
has  therefore  been  urged  by  many  that  revision 
of  the  law  be  made  with  respect  to  the  applica- 
tion of  the  provision  dealing  with  personal  ser- 
vice corporations  permitting  a  larger  number 
and  a  greater  variety  of  corporations  to  qualify 
as  personal  service  corporations. 

The  status  of  a  corporation  under  the  Rev- 
enue Act  of  1917  having  no  invested  capital 
or  not  more  than  a  nominal  capital  is  fully  set 
forth  in  Section  209  of  such  Act  and  in  Regula- 
tions 41  covering  such  Act.  The  status  of  cor- 
porations qualifying  as  personal  service  cor- 
porations, the  status  of  the  stockholders  of  such 
corporations,  the  method  of  handling  such  cases 
where  the  corporations  report  on  the  fiscal 
year  rather  than  the  calendar  year  basis,  and 
the  method  of  handling  claims  for  refund  of 
taxes  in  cases  where  they  have  been  overpaid, 
are  fully  set  forth  in  Regulations  45  Revised 
covering  the  application  of  the  1918  Act.  The 
'writer  has  attempted  to  confine  himself  to  those 
aspects  of  personal  service  corporations  which 
in  his  opinion  are  not  sufficiently  covered  in  the 
regulations. 

The  author  wishes  to  state  that  in  the  cases 
which  he  has  cited  herein,  he  has  taken  partic- 
ular pains  to  make  changes  from  the  actual 
facts  as  they  existed  so  that  it  would  be  impos- 
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sible  to  recognize  the  actual  case  which  was 
under  consideration.  He  has  tried,  however,  to 
keep  such  of  the  essential  facts,  with  possibly 
slight  changes,  as  to  clearly  present  the  ap- 
plicability of  the  respective  sections  of  the 
statutes. 

As  a  summary  of  the  principles  applying  in 
the  case  of  concerns  coming  within  the  scope 
of  Section  209  of  the  1917  Act  and  Section  200 
of  the  1918  Act,  the  following  is  given : 

Corporations  deriving  their  income  prin- 
cipally from  such  services  as  conducting  an 
auction,  agency,  brokerage  or  commission  busi- 
ness on  the  basis  of  fees  or  commissions  are 
rendering  personal  service.  But  if  any  corpo- 
ration conducting  a  business  similar  to  those 
cited  above  guarantees  the  accounts  of  pur- 
chasers, accepts  title  to  the  merchandise,  or  as- 
sumes such  risks  as  market  fluctuations,  bad 
debts,  or  damage  in  transit,  it  is  not  considered 
a  personal  service  corporation,  but  is  taxed  as 
a  merchandising  or  trading  concern. 

Even  though  a  corporation  renders  personal 
service  it  cannot  be  classified  as  a  personal  serv- 
ice corporation  for  income  tax  purposes  unless 
the  principal  owners  or  stockholders  are  regu- 
larly engaged  in  the  active  conduct  of  its  affairs 
and  to  such  an  extent  that  the  earnings  are  pri- 
marily attributable  to  their  activities.  The 
principal  owners  and  stockholders  must  also 
render  the  principal  part  of  the  services.     If 
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they  merely  supervise  or  direct  a  force  of  em- 
ployees the  corporation  is  not  a  personal  serv- 
ice corporation. 

In  determining  whether  a  corporation  meets  Use  of 
the  requirements  of  the  statute  with  re-  faSor.  * 
spect  to  capital,  the  test  established  gives  no 
weight  to  the  fact  that  the  actual  investment  of 
the  stockholders  or  principal  owners  is  small  or 
that  as  a  result  of  the  working  out  of  the  limi- 
tations in  the  Revenue  Acts,  such  as  inadmis- 
sible assets  and  goodwill  limitations,  little  or 
no  invested  capital  remains. 

The  deciding  factor  is  the  nature  of  the  pro- 
fession or  business  as  indicated  by  the  serv- 
ices it  renders  and  the  extent  to  which  cap- 
ital is  required  to  carry  on  such  profession  or 
business.  If  the  corporation  carries  on  a  busi- 
ness of  a  kind  which  ordinarily  requires  the 
use  of  capital,  it  is  not  a  personal  service  cor- 
poration, regardless  of  the  amount  invested  by 
the  owners  or  stockholders.  The  term  capital 
as  used  in  the  statute  means  not  only  capital 
actually  invested  by  the  owners  or  stockholders 
but  capital  secured  in  various  other  ways. 
Thus,  if  capital  is  borrowed,  as  evidenced  by 
notes,  bonds,  debentures,  accounts  payable  or 
other  forms  of  credit,  or  if  any  of  the  stock- 
holders finance  the  corporation  whether  by  ad- 
vancing money  on  interest-bearing  or  noninter- 
est-bearing  notes  or  by  extending  credit  to  the 
corporation,  all  such  transactions  are  consid- 
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ered  as  evidence  tending  to  prove  that  capital 
is  necessary  and  is  a  **  material  income-produc- 
ing factor"  and  that  the  corporation  is  not  a 
personal  service  corporation. 

Under  the  Revenue  Act  of  1918  the  following 
classes  of  corporations  are  specifically  excluded 
from  classification  as  personal  service  corpo- 
rations : 

(a)  Foreign  corporations. 

(&)  Corporations  50  per  cent  or  more  of  whose 
gross  income  consists  of  gains,  profits  or 
income  derived  from  trading  as  a  prin- 
cipal. 

(c)  Corporations  50  per  cent  or  more  of  whose 
gross  income  consists  of  gains,  profits, 
commissions,  or  other  income  derived  from 
a  government  contract  or  contracts  made 
between  April  6,  1917,  and  November  11, 
1918,  inclusive. 

The  question  has  been  raised  as  to  whether 
the  section  of  the  Revenue  Act  of  1918  with 
reference  to  the  levying  of  an  income  tax  on 
stockholders  on  their  proportion  of  the  undis- 
tributed income  of  personal  service  corpora- 
tions is  constitutional,  in  view  of  the  recent 
decision  of  the  Supreme  Court  in  the  case  of 
Eisner  vs.  Macomber  (252  U.  S.  189)  with 
reference  to  stock  dividends.  Under  this 
decision  income  was  defined — ''as  the  gain 
derived  from  capital,  from  labor  or  from 
both  combined" — ''Here  we  have  the  essen- 
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tial  matter:  not  a  gain  accruing  to  capital, 
not  a  growth  or  increment  of  value  in  the  in- 
vestment; but  a  gain,  a  profit,  something  of 
exchangeable  value  proceeding  from  the  prop- 
erty severed  from  the  capital  however  invested 
or  employed,  and  coming  in,  being  derived,  that 
is,  received  or  drawn  by  the  recipient  (the  tax- 
payer) for  his  separate  use,  benefit  and  dis- 
posal;— that  is  income  derived  from  property. 
Nothing  else  answers  the  description" — **A 
stockholder  has  no  individual  share  in  accumu- 
lated profits,  nor  in  any  particular  part  of  the 
assets  of  the  corporation,  prior  to  dividends 
declared."  Based  upon  sections  of  the  decision 
such  as  those  cited  above,  many  taxpayers  are 
contending  that  undistributed  income  is  not  tax- 
able. The  Bureau,  however,  has  not  placed  the 
same  construction  upon  the  above  decision  and 
continues  to  assess  against  stockholders  of  per- 
sonal service  corporations  taxes  on  undistrib- 
uted income. 


4.    Corporations  Conducting  Partly  Personal 
Service  Business 

Some  corporations  derive  part  of  their  net  When  in 
•  •  •  this  clciss 

mcome  from  a  trade  or  business  in  which  the 

employment  of  capital  is  necessaiy  and  part 

of   their   income    from    a    separate    trade    or 

business  which  if  constituting  the  sole  trade  or 

business  would  bring  such  corporation  within 
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the  class  of  personal  service  corporations.  If 
the  net  income  derived  from  the  personal  serv- 
ice part  of  the  business  was  not  less  than  30 
per  cent  of  the  total  net  income  of  the  corpora- 
tion, then  the  profits  tax  for  the  taxable  year 
1918  and  subsequent  years  upon  the  total  net 
income  would  be  computed  as  outlined  in  Sec- 
tion 303  of  the  Revenue  Act  of  1918. 

It  may  be  remarked  that  an  astonishingly 
small  number  of  corporations  have  filed  their 
returns  on  the  basis  of  corporations  conducting 
partly  personal  service  businesses.  This  may 
be  due  to  ignorance  of  the  existence  of  this  pro- 
vision in  the  1918  statute  on  the  part  of  cor- 
porations that  might  qualify  under  this  section 
or  may  be  due  to  the  fact  that  corporations 
properly  belonging  in  this  class  have  filed  re- 
turns on  the  basis  of  personal  service  corpo- 
rations, expecting  that  if  upon  subsequent  audit 
by  the  Bureau  they  are  unable  to  qualify  as 
personal  service  corporations,  they  can  then 
make  application  for  assessment  under  Sec- 
tion 303  of  the  Revenue  Act  of  1918  as  cor- 
porations conducting  partly  personal  service 
business. 
Illustration.  jjj  ^jjg  foregoing,  in  connection  with  personal 
service  corporations,  illustrations  have  been 
given  of  corporations  coming  under  the  classi- 
fication of  those  conducting  partly  personal 
service  business.  It  occurs  to  the  writer  that 
there    are    numerous    corporations    through- 
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out  the  country  which  come  under  this  class. 
The  illustration  given  in  Regulations  45  is  that 
of  an  engineering  concern  also  engaged  in  con- 
tracting work  which  amounts  practically  to 
trading  in  materials  and  labor.  It  thus  received 
fees  from  professional  services  rendered  in  con- 
nection with  the  engineering  and  also  received 
income  as  the  result  of  trading  in  materials  and 
labor.  If  the  net  income  derived  from  the  per- 
sonal service  part  of  the  business  is  not  less 
than  30  per  cent  of  the  total  net  income,  then 
the  corporation  may  qualify  as  one  conducting 
a  partly  personal  service  business.  There  is  a 
large  class  of  corporations  which  combine  the 
elements  of  personal  service  business  and  non- 
personal  service  business  but  where  it  is  diffi- 
cult to  satisfactorily  determine  the  net  income 
derived  from  each  source.  Thus  a  corporation 
may  be  engaged  in  the  optical  business.  The 
principal  stockholder  of  the  corporation  may  be 
an  oculist  actively  engaged  in  the  conduct  of 
the  affairs  of  the  corporation.  He  may  have 
two  or  three  assistants.  It  may  be  the  busi- 
ness of  the  corporation  to  prescribe  glasses 
for  clients  or  customers  and  to  make  up  and 
sell  these  glasses.  No  separate  fee  is  collected 
for  the  professional  services  performed;  this 
fee  is  included  in  the  price  of  the  glasses.  In 
other  words,  the  entire  transaction  takes  the 
form  of  trading.  The  corporation  could  there- 
fore not  qualify  as  a  personal  service  corpora- 

227 


tion  of  tax. 


FEDERAL  CORPORATE  INCOME  TAXES 

tion.  It  would  appear,  however,  that  if  a  satis- 
factory segregation  could  be  made  of  the  corpo- 
ration's net  income  into  that  derived  from  the 
personal  services  of  the  stockholders  and  that 
derived  from  trading,  the  corporation  might 
qualify  under  the  provisions  of  Section  303  of 
the  Revenue  Act  of  1918. 
Computa-  In  order  to  compute  the  tax  in  this  class  of 

cases  it  is  first  necessary  to  apportion  or  allo- 
cate the  invested  capital  and  net  income  of  the 
taxable  year  and  of  the  pre-war  period  as  be- 
tween the  non-personal  service  part  and  the 
personal  service  part  of  the  business.  If  the 
corporation  did  not  conduct  the  non-personal 
service  part  of  the  business  in  the  pre-war  pe- 
riod, the  war  profits  credit  is  computed  in  the 
manner  prescribed  by  Section  311(b)  of  the 
Revenue  Act  of  1918,  i.  e.,  it  will  be  an  amount 
equal  to  $3,000  plus  10  per  cent  of  the  invested 
capital  for  the  taxable  year. 

The  profits  tax  on  the  non-personal  service 
part  of  the  business  is  computed  at  the  particu-  / 
lar  tax  rates  in  effect  for  the  year  in  ques- 
tion based  on  the  net  income  and  invested 
capital,  both  for  the  taxable  year  and  the  pre- 
war period  (if  the  latter  is  a  factor)  applicable 
to  the  non-personal  service  part  of  the  busi- 
ness. Adjustments  of  the  net  income  and  in- 
vested capital  of  the  non-personal  service  part 
of  the  business  in  the  pre-war  period  are  re- 
quired to  be  made  so  that  such  net  income  and 
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invested  capital  is  computed  in  the  same  man- 
ner as  for  the  taxable  year.  In  many  cases,  it 
is  impossible  to  accurately  determine  what  pro- 
portion of  general  expenses  apply  to  the  non- 
personal  service  and  what  proportion  to  the 
personal  service.  In  these  cases  an  apportion- 
ment is  made  on  some  equitable  basis.  The  spe- 
cific profits  tax  exemption  of  $3,000  is  prorated 
to  the  non-personal  service  part  of  the  business 
on  the  basis  of  the  proportion  which  the  net  in- 
come from  the  non-personal  service  part  of  the 
business  for  the  taxable  year  bears  to  the  total 
net  income  for  the  taxable  year. 

Having  determined  the  tax  upon  the  non-per- 
sonal service  portion,  the  tax  upon  the  personal 
service  income  will  be  the  same  percentage  of 
the  latter  as  the  tax  on  the  non-personal  serv- 
ice portion  of  the  income  is  of  the  non-personal 
service  income,  the  total  tax  being  the  sum 
of  the  two  taxes.  However,  the  tax  on  the 
personal  service  net  income  is  in  no  case  to  be 
less  than  20  per  cent  thereof  unless  the  tax,  if 
computed  in  the  ordinary  way  upon  the  entire 
net  income,  would  be  less  than  20  per  cent 
thereof,  in  which  event  the  profits  tax  would  be 
computed  in  the  same  manner  as  that  of  en- 
tirely non-personal  service  corporations  sub- 
ject to  the  profits  tax. 

A  corporation  which  is  taxable  under  Sec-  Status  of 
tion  303  is  not  a  personal  service  corporation  holders, 
and  its  stockholders  are  taxed  upon  dividends 
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received  in  the  same  manner  as  stockholders  in 
an  ordinary  corporation. 
Section  302  The  maximum  limitation,  as  prescribed  in 
applicable,  gection  302  of  the  Revenue  Act  of  1918,  upon 
the  profits  tax  applies  to  partly  personal  serv- 
ice corporations  in  the  same  manner  as  to  other 
cases. 
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CHAPTER  VI 

PROBLEMS 

It  will  be  noted  that  a  large  number  of  the  f  ol-  Introduc- 
lowing  problems  and  illustrations  are  stated  **°"" 
to  be  on  1917  cases.  In  the  main,  however, 
these  are  applicable  to  1918  and  subsequent 
years  as  well.  The  exceptions,  where  the 
1917  rule  differs  from  that  for  1918  and  subse- 
quent years,  are  outlined  in  the  problems  and 
explained.  The  problems  are  intended  to  illus- 
trate features  of  the  Statutes  which  taxpayers, 
as  a  rule,  have  found  some  difficulty  in  under- 
standing. Particular  attention  has  been  given 
to  questions  involving  consolidated  returns. 

The  important  differences  in  the  provisions  Applicable 

of  the  Revenue  Acts  of  1917  and  1918  are  fully  i"  main  to 

igiyand 

covered  m  the  text.    The  principal  differences  igis. 
are,  in  brief,  as  follows : 

(1)  Dividends  received  by  corporations  on  domes-  Net  income, 
tic  corporate  stock  were  subject  to  a  2  per  cent  tax  in 

1917 ;  they  are  not  taxed  under  the  1918  law. 

(2)  Provisions  for  Obsolescence  and  Amortization 
as  deductions  from  income  are  new  in  the  1918  law. 

(3)  Loss  in  Inventory,  Section  214(a)  12  (1918 
law)  is  a  new  provision,  also  the  Net  Loss  provision  in 
Section  204  (1918  law). 

(4)  Partnerships  are  not  subject  to  tax  as  such 
under  the   1918   Act;   they  were  subject  to   excess 
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profits  tax  in  1917  where  net  taxable  income  exceeded 
$6,000. 

(5)  Taxation  of  profit  from  sale  of  mines,  oil  or 
gas  wells  where  value  has  been  demonstrated  by  dis- 
covery limited  under  Section  337  (1918  Act). 

(6)  Interest  paid  is  practically  unlimited  as  a  de- 
duction under  the  1918  Act;  it  was  limited  for  1917 
and  previous  years. 

(7)  The  provision  for  consolidated  returns  in  Sec- 
tion 240  is  new  in  the  1918  Act.  Consolidated  returns 
were  required  under  the  1917  regulations  for  excess 
profits  tax  purposes  only. 

(8)  Payment  of  the  tax  in  installments  was  first 
introduced  in  the  1918  Act. 

(9)  The  limitation  upon  1917  assessments  is  3 
years  and  1918  assessments  5  years  from  due  date  of 
return.  This  limitation  is  upon  assessment  made  in 
the  regular  way,  by  notice  and  demand,  but  does  not 
bar  a  suit  by  the  Government  to  collect  tax  due. 

(10)  Several  changes  in  penalties  were  made  in  the 
1918  Act,  including  5  per  cent  negligence  penalty, 
which  was  introduced  for  the  first  time  in  1918.  The 
claim  for  credit  on  account  of  overpaid  taxes  is  also 
new  in  the  1918  law  and  applies  retroactively.  The 
limitation  upon  claims  by  taxpayers  is  made  five  years 
from  due  date  of  return  (Section  252,  1918  Act). 

Profit  (11)  The  excess  profits  tax  of  1917  applied  to  cor- 

porations, partnerships  and  individuals;  the  war 
profits  and  excess  profit  taxes  under  the  1918  Act 
apply  only  to  corporations. 

(12)  "Personal  Service"  corporations  taxed  in 
1917  are  not  taxed  as  such  under  the  1918  Act.  Dis- 
tributive shares  of  stockholders  in  the  corporate  in- 
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come  are  taxed  to  such  stockholders  as  individuals  in 
the  same  manner  as  partnerships. 

(13)  Section  302  (1918  Act)  provides  maximum 
limitations  upon  the  profits  taxes. 

(14)  Gold  mining  corporations  are  made  exempt 
from  profits  taxes  under  the  1918  Act  on  that  part  of 
their  income  derived  from  mining  gold. 

(15)  Status  of  Patents,   Trademarks,   etc.,  under  Invested 
the  1917  Act,  where  they  were  in  a  class  separate  from  *^^P**^1- 
Goodwill  and  other  intangibles,  was  changed  to  in- 
clude them  in  the  latter  class  under  the  1918  Act. 

(16)  Method  of  computation  of  deduction  for  in- 
admissible assets  changed. 

(17)  Valuation  of  tangible  property  paid  in  for 
stock  as  of  January  1,  1914  (Section  207—1917  Act), 
eliminated  in  1918  Act. 

(18)  The  20  per  cent  limitation  upon  intangibles 
under  the  1917  Act  increased  to  25  per  cent  under  the 
1918  Act. 

(19)  Foreign  corporations  assessed  under  Sections 
327-328  of  the  1918  Act;  under  the  1917  Act  their 
income  from  sources  within  the  United  States^was 
taxed  upon  their  invested  capital  computed  under 
Section  207. 
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PROBLEM  1 

Illustration  of  Method  of   Computing   War  Profits 
Credit  When  Pre-war  I^icome  and  In- 
vested   Capital   Are    Used 

Facts  : 

Invested  Capital 

1911  1912  1913 

Capital   stock    $200,000         $200,000         $200,000 

Surplus    68,000  62,000  74,000 

$268,000         $262,000         $274,000 
Less  deduction  for  goodwill       52,500  52,500  52,500 


$215,500         $209,500         $221,500 
Deduction   for   inadmissibles 

as  shown  below 64,650  83,800  81,955 


Invested  capital   $150,850  $125,700  $139,545 

Inadmissibles 

1911                1912  1913 

Total  average  assets $393,000  $320,000  $349,000 

Average  inadmissibles 118,000  128,000  130,000 


Percentage    to    be    deducted 

from  invested  capital 30%  40%  37% 

The  invested  capital  for  1918  is $260,000.00 

Average  invested  capital  for  pre-war  period 138,698.33 

Average  net  income  for  pre-war  period 27,333.33 

Problem  : 

From   the   facts   given    above,   compute   the    War 
Profits  Credit  under  the  Revenue  Act  of  1918 : 

Solution  : 

Invested  capital  for  1918 $260,000.00 

Average  invested  capital  for  pre-war 

period    138,698.33 


Increase $121,301.67 
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10%  of  increase   $12,130.17 

Plus  average  pre-war  earnings 27,333.33 

Specific  exemption  3,000.00 

War  profits  credit  $42,463.50 

PROBLEM  2 

Illustrating  Method  of  Computing  Income  and  Excess 
Profits  Tax  in  1917  for  a  Period  Less 
Them  Twelve  Months 
Problem  : 

Computation  of  Income  and  Excess  Profits  Tax  for 
the  Six-months  Period  July  1,  1917,  to  December  31, 
1917: 

Facts  and  Solution  Combined: 

Capital  stock  July  1,  1917 $100,000 

Paid-in  surplus  July  1,  1917 100,000 

Invested  capital  July  1,  1917 $200,000 

Addition  under  Schedule  D,  capital  paid  in  September 

1,  1917,  $60,000  prorated  for  four  months— % 40,000 

Average  invested  capital  for  taxable  period $240,000 

$240,000  reduced  to  six-months  basis — %2  thereof,  or     120,000 

Net  income  July  1,  1917,  to  December  31,  1917 $  75,000 

Invested  capital   120,000 

Deduction— 8%    of    $120,000    plus    $1,500     (%2    of 

$3,000  specific  exemption) 11,100 

Computation  of  Excess  Profits  Tax: 


Per  cent  of 

Invested 

Capital 

Income 

Deduction 

Taxable 

Eate 

Tax 

Not  over  15%. 

.$18,000 

$11,100 

$  6,900 

20% 

$1,380 

•"     20% . 

.     6,000 

6,000 

25% 

1,500 

"     25%. 

.     6,000 

6,000 

35% 

2,100 

"     33%. 

.      9,600 

9,600 

45% 

4,320 

Over          33% . 

.   35,400 

35,400 

60% 

21,240 

$75,000 

$30,540 
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Computation  of  Income  Tax: 

Net  taxable  income  for  period $75,000 

Excess  profits  tax  30,540 

Tax 

Balance  taxable  at  2% $44,460  $    889.20 

Taxable   at  4% 44,460  1,778.40 

Excess  profits  tax 30,540.00 


Total  tax $33,207.60 

PEOBLEM  3 

Illustrating  Method  of  Computing  Income  and  Excess 

Profits  Tax  for  a  Period  of  Less  than  Twelve 

Months  Included  in  the  Calendar 

Years  1916  and  1917 

Problem  : 

Computation  of  Income  and  Excess  Profits  Tax  for 
the  Eight-Months  Period  beginning  November  1,  1916, 
and  ending  June  30,  1917: 

Facts  and  Solution  Combined  : 

Invested  Capital 

Capital  stock  November  1,  1916 $230,000 

Capital  stock  issued  March  1,  1917,  $200,000  effective 

four  months — 4/8    100,000 

I  ■ 

Average'  invested  capital  for  eight-months  period ....  $330,000 

Reduced  to  eight-months  basis— ^  of  $330,000,  or.  . .  $220,000 

Pre-war  deduction — 8%  of  invested  capital,  or 
$17,600,  plus  $2,000  (%  of  specific  exemption  of 
$3,000)    $19,600 

Computation  of  Excess  Profits  Tax  : 

Per  cent  of 

Capital            Income  Deduction     Taxable  Rate  Tax 

Not  over  15%... $33,000  $19,600       $13,400  20%  $2,680 

"     20%...    11,000  11,000  25%  2,750 

"        "     25%...      6,000  6,000  35%  2,100 

$50,000  $7,530 
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Excess  profits  tax  apportioned  to  the  period  in  1917 

(%  of  $7,530)     $5,647.50 

Computation  of  Income  Tax: 

Net  taxable  income  for  period $50,000.00 

Less  excess  profits  tax 5,647.50 

Tax 

Balance  subject  to  2% $44,352.50  $    887.06 

Amount  subject  to  4%  (%  of  $44,352.50 )      33,264.37  1,330.57 

Excess  profits  tax 5,647.50 


Total  tax   $7,865.12 


It  will  be  noted  in  this  case  that  the  excess  profits 
tax  is  prorated  for  the  reason  that  only  six  months  of 
the  eight  months  in  the  taxable  period  falls  within  the 
calendar  year  1917.  No  excess  profits  tax  is  assessable 
for  the  two  months  falling  within  the  calendar  year 
1916.  The  fraction  used  is  6/8,  being  the  ratio  of  the 
number  of  months  in  1917  to  the  number  of  months  in 
the  entire  taxable  period. 

PROBLEM  4 

Application  of  Tax  Paid  on  Income  from  Tax-Free 

Covenant  Bonds 
Facts  : 

Corporation  A  receives  interest  of  $2,000  on  the 
bonds  of  Corporation  B  which  contain  a  2  per  cent 
tax-free  covenant  clause. 

Corporation  B  pays  $40  income  tax  for  Corporation 
A,  in  accordance  with  this  covenant. 

Question  : 

How  shall  the  income  from  these  bonds  be  returned 
by  Corporation  A  ? 
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Answer  : 

Corporation  A  shall  report  as  income  $2,040.  It  can 
credit  the  total  tax  assessable  with  $40. 

Article  31,  Regulations  45  Revised,  states  in  part : 

"  The  amount  of  income  tax  paid  for  a  bondholder  by  an 
obligor  pursuant  to  a  tax-free  covenant  in  its  bonds  is  in  the 
nature  of  additional  interest  paid  the  bondholder  and  must  be 
included  in  his  gross  income." 

See  Article  376,  Regulations  45  Revised,  for  that 
part  relating  to  the  credit  against  the  total  tax  as- 
sessable. 

PROBLEM  5  ' 

Illustration  of  Inadmissible  Assets 
Facts  : 

Securities  held  entire  year: 

United  States  Steel  Common   $200,000 

United  States  Steel  Bonds   100,000 

United  States  Government  Bonds  150,000 

New  York  City  Bonds   150,000 

$600,000 
Indebtedness  constant  during  year $300,000 

Problem  : 

From  the  above  data  compute  the  deduction  under 
Schedule  C  on  Form  1103. 

Solution  : 

The  following  securities  are  in  the  "inadmissible 
asset"  class: 

United  States  Steel  Common $200,000 

New  York  City  Bonds   150,000 

$350,000 
Deduct  indebtedness    300,000 

Excess  deductible  on  Schedule  C $50,000 
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It  will  be  noted  from  the  above  that  only  stocks, 
bonds  and  other  obligations  (other  than  obligations 
of  the  United  States),  the  dividends  or  interest  from 
which  is  not  subject  to  excess  profits  tax,  are  con- 
sidered inadmissible  assets.  "Whether  or  not  such  non- 
taxable income  was  actually  received  is  immaterial; 
the  test  is,  would  such  income  if  received  be  so  tax- 
able? If  not,  the  assets  are  inadmissible,  except  that 
obligations  of  the  United  States  are  always  admissible. 

Refebences : 

1917 — ^Article  44,  Regulations  41;  Article  53,  Regula- 
tions 41. 

1918 — Article  815,  Regulations  45  Revised;  Article  852, 
Regulations  45  Revised. 

PROBLEM  6 

Illustration  of  Inadmissibles  for  1917  When  Tart  of 
Them  Are  Sold  During  the  Taxable  Year 

Facts  : 

Corporation  A  on  January  1,  1917,  owned  tax-ex- 
empt municipal  bonds  that  cost  $200,000  which  were 
sold  on  September  30,  1917.  The  following  income 
was  received  as  the  result  of  the  ownership  of  these 
bonds : 

Interest   $  8,000  not  taxable 

Profit  on  sale 12,000  taxable 

Total  income    $20,000 


Problem  : 

Compute  the  amount  of  inadmissible  assets  to  be 
deducted  under  Schedule  C,  Form  1103. 
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Solution  : 

The  taxable  profit  is  3/5  of  the  total  income  re- 
ceived ;  therefore  3/5  of  $200,000,  or  $120,000,  is  con- 
sidered an  admissible  asset,  leaving  $80,000  to  be 
treated  as  inadmissible  assets. 

As  the  bonds  were  sold  on  September  30,  1917,  the 
average  for  the  year  of  these  inadmissible  assets  would 
be  9/12  of  $80,000  or  $60,000. 

Total  tax-exempt  bonds  ^ $200,000 

Less  admissible  portion  as  above  120,000 

Portion  treated  as  inadmissible  assets  $80,000 

Average  inadmissible  assets  %2  of  $80,000  $60,000 

Less  average  indebtedness   50,000 

Amount  to  be  deducted  in  Schedule  C $10,000 

Note. — It  is  assumed  that  the  average  indebtedness  for  the 
year  was  $50,000. 

Eefeeence:  Article  45,  Kegulations  41. 

PEOBLEM  7 
Illustration  of  Inadmissibles  for  1917  Taking  into 
Consideration  the  Provision  for  Dis- 
allowed Interest 
Facts  : 

Corporation  A  submits  the  following  data: 

COEPOBATION  A 

Balance  Sheets 

December  31,  January  1, 

Assets:                                                        1917  1917 

Cash    $200,000  $200,000 

Plant    400,000  400,000 

Securities  (inadmissible)    600,000  600,000 

$1,200,000  $1,200,000 
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Lidbilities : 

Notes  payable   $400,000  $600,000 

Capital  stock  200,000  200,000 

Surplus    600,000  400,000 


$1,200,000  $1,200,000 


During  the  year  the  corporation  paid  interest  on 
indebtedness  to  the  amount  of  $30,000,  but  under 
Article  180,  Regulations  33  Revised,  it  was  allowed  to 
deduct  only  $24,000  on  its  income  tax  return,  leaving 
$6,000  not  deductible. 

Problem  : 

Compute  the  deduction  on  account  of  the  excess  of 
inadmissible  assets  over  indebtedness  in  Schedule  C, 
Form  1103. 

Solution  : 

Under  Article  44,  Regulations  41,  the  amount  to  be 
included  in  invested  capital  on  account  of  interest 
disallowed  is  that  proportion  of  the  permanent  in- 
debtedness which  the  amount  of  interest  disallowed 
bears  to  the  total  interest  paid,  which  in  this  ease 
would  be  computed  as  follows : 

Average  indebtedness  for  the  year $500,000 

Disallowed  interest  $6,000       ^^„„  ^„„       «>,„<,«„^- 

rr,   J.    \    .     ^ 7 ^^-STfTTT^KTv  X  $500,000  =  $100,000  * 

Total  interest  paid  $30,000  '^^      '  ^      ' 

•  Amount  restored  in  Schedule  B. 


C0MPU.TAT10N  OF  Excess  of  Inadmissibles  oveb  Indebtedness 

Indebtedness : 

December  31,  1917  $400,000 

January  1,   1917    600,000 

2 1  $1,000,000 
Average  indebtedness $500,000 
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Average  indebtedness   (brought  forward) $500,000 

Deduct  amount  restored  to  invested  capital  in  Sched- 
ule B    100,000 


Amount  to  apply  against  inadmissible  assets $400,000 

Average  inadmissible  assets   $600,000 

Indebtedness  as  adjusted  above  400,000 

Excess  deducted  in  Schedule  C $200,000 


It  will  be  noted  from  the  above  that  in  computing 
the  excess  of  inadmissible  assets  over  indebtedness  due 
consideration  must  be  given  to  any  adjustments  made 
under  Schedule  B  on  account  of  additions  to  invested 
capital  which  are  the  result  of  disallowed  interest. 

See  Articles  180  to  183,  Regulations  33  Revised, 
as  to  the  limitation  upon  and  the  method  of  computing 
the  interest  allowable  as  a  deduction. 

PROBLEM  8 
Illustration  of  Method  of  Arriving  at  Interest  Deduc- 
tion Allowable  in  1917   When  Different  Bates 
of    Interest    Were    Paid,    and    the    Addi- 
tional  Invested    Capital    Allowed    Be- 
cause   of   Interest   Disallowed 

Company  A  paid  interest  during  the  year  1917  to 
the  amount  of  $26,655.02.  The  interest-bearing  in- 
debtedness at  the  close  of  the  year  amounted  to  $200,- 
000,  and  the  capital  stock  was  $200,000.  Under  Art- 
icle 180,  Regulations  33,  the  maximum  principal  upon 
which  deductible  interest  may  be  computed  is  the 
capital  stock,  $200,000,  plus  one-half  of  the  interest- 
bearing  indebtedness,  or  $100,000,  making  the  total 
maximum  principal  for  this  purpose  $300,000.     In- 
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terest  was  paid  on  the  indebtedness  at  different  rates, 
from  4  per  cent  to  8  per  cent.  Using  the  above  facts 
as  a  basis,  the  following  schedule  shows  the  amount 
of  interest  allowable  as  a  deduction  when  interest  is 
paid  at  different  rates,  and  the  amount  to  be  restored 
to  invested  capital  under  Schedule  B,  Form  1103,  in 
accordance  with  Article  44,  Regulations  41. 

Note  that  the  limitation  of  interest  as  a  deduction 
is  that  at  no  time  during  the  taxable  year  may  interest 
be  taken  as  a  deduction  from  gross  income  on  a  prin- 
cipal in  excess  of  the  statutory  limitations.  Where 
there  are  several  rates  of  interest,  the  higher  rates 
are  applied  first  against  maximum  indebtedness 
allowed. 
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PROBLEM  9 
Illitstrating  Computation  of  Inadmissibles,  1918 

Facts  : 

Corporation  A  submits  the  following  data : 

COBPOEATION  A 

Balance  Sheets 

January  1,  December  31, 

Assets:  1918  1918 

Cash    $  20,000  $  30,000 

Plant     200,000  210,000 

Accounts  receivable 40,000  70,000 

Securities     (New     York    'City 

Bonds)   100,000  100,000 

$360,000  $410,000 

Liabilities : 

Accounts  payable $  80,000  $  90,000 

Capital  stock 200,000  200,000 

Surplus    80,000  120,000 

$360,000  $410,000 

i  3  ; 

Interest  received  (non-taxable)    $     8,000 

Interest  paid  ( not  deductible )    2,000 

Average  inadmissible  assets   100,000 

Problem  : 

Compute  the  deduction  on  account  of  inadmissible 
assets. 

Solution  : 

Average  total  assets  for  the  year: 

January  1,  1918  $360,000 

December  31,  1918 410,000 

2 1  $770,000 
Average  total  assets $385,000 
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Amount  of  inadmissible  assets  to  become  admissible 
on  account  of  interest  paid  but  not  deductible  from 
net  income  is  computed  as  follows: 

1^  X  $100,000  =  $25,000 

The  next  step  is  to  deduct  from  the  inadmissible 
assets  that  portion  which  has  been  determined  ad- 
missible : 

Average  inadmissible  assets   $100,000 

Less  admissible  portion   25,000 

Balance  inadmissible  assets $  75,000 

The  invested  capital  of  the  corporation  is: 

Schedule  E: 

Capital  stock,  January  1,  1918 $200,000 

Surplus,  January  1,  1918   80,000 

Total     $280,000.00 

Less: 

Schedule  L: 

Deduction  on  account  of  inadmissibles : 

Average  inadmissibles,  $75,000        ^  ^       54,545.46 

Average  total  assets,  $385,000 '^  __1___ 

Invested  capital    $225,454.54 

References  : 

Section  234  (a)    (2)  Revenue  Act  of  1918. 
Article  852,  Regulations  45  Revised. 
Article  817,  Regulations  45  Revised. 

Reference  is  made  to  Article  852  of  Regulations  45 
Revised,  which,  it  is  to  be  noted,  provides  that  in 
determining  the  total  asset  figures  used  in  this  com- 
putation, valuation  reserves  and  other  adjustments  of 
assets  for  invested  capital  purposes,  such  as  the  limi- 
tation upon  goodwill,  are  to  be  taken  into  consid- 
eration. 
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PROBLEM  10 

Inadmissihles — Computation    When    Amounts    Vary 

During   Year 

Corporations  A  and  B  filed  a  consolidated  income 

and  profits  tax  return  for  the  calendar  year  ended 

December  31,  1918.     They  found  their  consolidated 

invested  capital,  exclusive  of  the  deduction  on  account 

of  inadmissible  assets,  to  be  as  follows : 

Capital    stock    $2,000,000 

Surplus  2,674,000 


Total    $4,674,000 

The  following  shows  a  method  which  is  often  em- 
ployed in  computing  the  amount  to  be  deducted  from 
invested  capital  on  account  of  inadmissible  assets  held 
during  the  year,  in  case  there  are  substantial  changes 
either  in  admissible  or  inadmissible  assets  during  the 
year. 


As  Shown  by  Consolidated  Balance  Sheet 


Date 
1918 
January 
February- 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 
December  3 


Total 

Inadmissible 

Assets 

Assets 

$5,178,000 

$435,800 

5,168,000 

525,800 

5,241,000 

574,000 

5,302,000 

574.000 

5,318,000 

756,500 

5,312,000 

788,500 

5,546,000 

788,500 

5,739,000 

880,500 

5,912,000 

903,100 

6,143,592 

903,100 

6,306,620 

981,600 

6,194,000 

1,044,200 

5,949,000 

1,044,200 

$73,309,212 

$10,199,800 

5,639,170 

784,600 

784,600 


5,639,170 
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The  amount  to  be  deducted  is  13.9  per  cent  of  $4,- 
674,000,  which  is  $649,686. 

The  above  computation  is  based  on  Article  852, 
Regulations  45  Revised. 

PROBLEM  11 
Illustrating  the  Method  of  Computing  the  Amortiza- 
tion Deduction  Allowed  Under  Section  214{a) 
9  of  the  Revenue  Act  of  1918 
Facts  : 

The  Smith  Machine  Tool  Company  purchased  and 
installed  in  its  plants  after  April  5,  1917,  sufficient 
machinery  to  double  its  former  capacity  in  order  to 
carry  out  the  contracts  which  it  had  undertaken  for 
the  production  of  articles  contributing  to  the  prose- 
cution of  the  war. 

The  cost  of  the  additional  machinery,  installed 
ready  to  operate,  was  $400,000.  Installation  of  the 
additional  machinery  was  completed  July  1,  1917,  and 
was  placed  in  operation  on  the  same  day. 

After  the  signing  of  the  Armistice,  the  majority  of 
the  company's  contracts  were  canceled,  so  that  the 
capacity  of  its  plants  was  far  in  excess  of  its  require- 
ments for  operations  on  a  normal  peace  basis. 
-  One-half  of  the  additional  machinery  which  cost 
$200,000  was  sold  February  1,  1919,  for  $40,000,  as 
the  company  had  no  further  use  for  it.  It  estimated 
that  one-fourth  of  the  additional  machineiy,  which 
cost  $100,000,  would  have  to  be  discarded  July  31, 
1919,  inasmuch  as  on  that  date  the  war  facilities 
turned  out  by  these  machines  would  be  completed ;  and 
it  considered  the  balance  of  the  additional  machin- 
ery, which  cost  $100,000,  would  be  required  to  com- 
plete the  war  contracts  which  it  estimated  would  take 
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until  March  1,  1920.  It  estimated  the  salvage  value 
of  the  machines  to  be  discarded  July  31,  1919,  as 
$25,000.  As  the  company  intended  to  continue  to  use 
the  machines,  which  were  to  be  operating  on  war 
contracts  until  March  1,  1920,  on  its  post-war  work, 
it  estimated  their  "value  in  use,"  on  the  basis  of 
post-war  conditions,  to  be  $75,000,  which  amount  was 
in  excess  of  their  saleable  value.  Depreciation  on  the 
above  machines  was  computed  at  the  rate  of  10  per 
cent  per  annum. 

Problem  : 

Determine  the  amortization  allowance  the  Smith 
Machine  Tool  Company  is  entitled  to  deduct  on  its 
returns  for  each  of  the  taxable  years,  1918,  1919  and 
1920. 


Solution  ; 


Original  cost    $200,000 

Depreciation  to  January 
1,   1918    

Depreciated  cost,  Janu- 
ary 1,  1918    $190,000 

Consideration      received 

from  .sale    40,000 

Salvage  value  at  discard 
date  

"  Value  in  use  "  

Amount  to  be  amortized  $150,000 
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Oroup  1 

Group  2 

Oroup  3 

Sold 

To  be 

Use  to  be 

Feb.  1, 1919 

Discarded 

Continued. 

July  31, 

Estimated 

1919 

Date  of 

Completion 

of  War 

Work 

March  1, 

1920 

$200,000 

$100,000 

$100,000 

10,000 

5,000 

5,000 

$95,000 


25,000 


$95,000 


75,000 


$70,000  $20,000 
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Group  1  Group  2  Group  3 

Amortization    period 
from  January  1,  1918, 

to     Feb.  1,1919    July  31,  1919    Mar.  1, 1920 

13  months       19  months       26  months 

Estimated  Earnings  for 

Each  Year  during  the 

Amortization  Period 

1918   $900,000  $900,000  $900,000 

1919   100,000  600,000  700,000 

1920   100,000 


Total   earnings    $1,000,000        $1,500,000        $1,700,000 


Amount  of  Amortization  Allowed  as  a  Deduction 

For  machinery  sold  Febru- 
ary 1,  1919:  In  1918         In  1919        In  1920 

%o  of  $150,000 $135,000.00 

^0  of  $150,000 $15,000.00 

For  machinery  discarded 
July  31,  1919: 

%5  of  $70,000 42,000.00 

%5  of  $70,000 28,000.00 

For  machinery  in  use  until 
March  1,  1920,  on  war 
work: 

%7  of  $20,000 10,588.24 

%7  of  $20,000 8,235.29 

^7  of  $20,000 $1,176.47 


Total    amortization    allow- 
ance      $187,588.24     $51,235.29     $1,176.47 

Comment  : 

The  basis  for  the  determination  of  the  amortization 
allowance  on  machinery  sold  and  also  the  machinery 
discarded,  comes  under  subdivision  (1)  of  Article  184 
as  amended,  Regulations  45  Revised,  whereas  the 
machinery  continued  to  be  used  on  post-war  work 
comes  under  subdivision  (2)  of  Article  184  as 
amended,  in  determining  the  duration  of  the  amorti- 
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zation  period  and  the  amount   of   amortization  al- 
lowable. 

The  basis  for  the  allocation  of  the  amortization 
allowance  as  among  the  taxable  years  covered  by 
the  amortization  period,  in  the  ease  of  the  machinery 
sold  and  the  machinery  discarded,  is  set  forth  in  sub- 
division (a)  of  Article  185  as  amended,  while  the  basis 
for  the  allocation  of  the  amortization  allowance  for 
the  machinery  continued  in  use  is  set  forth  in  sub- 
division (b)  of  Article  185  as  amended. 


PROBfiEM  12 

Illustrating  Method  of  Applying  Claim  for  Net  Loss, 
in   the    Case  of  a   Consolidated  Return,   Al- 
lowed Under  Section  204  (h)  of  the  Rev- 
enue Act  of  1918— Article  1601 
of  Regulations  45  Revised 

Facts  : 

Corporation  A  owned  100  per  cent  of  the  capital 
stock  of  Corporations  B  and  C  and  in  accordance 
with  the  provisions  of  Section  240  of  the  Revenue  Act 
of  1918  filed  a  consolidated  return  for  each  of  the 
years  1918  and  1919. 

Net  Income 

1918 

Dividends  Non-taxable       Taxable 

Received  Interest            Income 

Corporation  A    $100,000 

Corporation  B    $150,000  $25,000        —200,000  (loss) 

Corporation   C    1,100,000 

Consolidated  taxable  net  income $1,000,000 
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1919 

Dividends    Non-taxable  Taxable 

Eeceived         Interest  Income 

Corporation  A    $200,000 

Corporation  B    $150,000         $25,000  —600,000  (loss) 

Corporation  C    100,000 


Consolidated  net  income   {loss) —  $300,000 


Question  1: 

What  relief  is  the  taxpayer  entitled  to  under  the 
Revenue  Act  of  1918  ? 

Question  2: 

Assuming  that  the  net  taxable  income  of  Corpora- 
tion C  was  only  $135,000  in  1918,  how  should  the 
matter  be  handled? 

Answer  to  Question  1: 

Article  1601  of  Regulations  45  Revised  states  that 
a  loss  to  be  the  subject  of  a  claim  for  adjustment 
"must  represent  an  actual  net  loss  over  and  above  all 
income,  including  tax-free  income. ' '  The  consolidated 
net  loss  of  $300,000  for  the  year  1919  must  therefore 
be  adjusted  for  the  purpose  of  the  "net-loss"  provi- 
sion as  follows: 

Consolidated  net  loss— 1919   $300,000 

Less 

Dividends  received $150,000 

Tax-free  interest    25,000  175,000 


Adjusted  net  loss— 1919   $125,000 

Consolidated  net  income — 1918   $1,000,000 

Adjusted  net  loss— 1919    125,000 

Corrected    consolidated    net    income    for 
1918 — for  the  purpose  of  recomputing 

taxes  due  for   1918    $875,000 
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Answer  to  Question  2: 

Based  on  the  assumption  that  the  net  taxable  income 
of  Corporation  C  in  1918  was  only  $135,000,  the  con- 
solidated taxable  net  income  for  that  year  would  be 
$35,000. 

Adjusted  net  loss — 1919    $125,000 

Consolidated  net  taxable  income — 1918 35,000 

Amount  to  be  claimed  as  a  deduction 

against  1920  income  $90,000 

It  is  to  be  noted  that  the  net-loss  provision  is  ap- 
plicable only  in  the  case  of  a  taxpayer  having  a  tax- 
able year  beginning  after  October  31,  1918,  and  end- 
ing prior  to  January  1, '  1920,  in  accordance  with 
Section  204,  1918  Act,  and  Articles  1601-1603  of  Reg- 
ulations 45  Revised. 


PROBLEM  13 

Illustrating  the  Method  of  Arriving  at  the  Allowamce 

for    Obsolescence    of    Goodwill,    Trade-marks 

and    Trade    Brands    in    the     Case    of 

Distillers,  Dealers  in  Liquors,  etc. 

Facts  : 

The  X  Brewing  Company  acquired  goodwill  in  Jan- 
uary, 1914,  for  $500,000  in  cash.  It  went  out  of  busi- 
ness on  January  16,  1920  (effective  date  of  the  18th 
Constitutional  Amendment).  Its  net  income  between 
January  31,  1918,  and  January  16,  1920,  was  $600,- 
000.  The  present  worth  at  January  31,  1918,  of  the 
income  which  it  was  expected  would  be  derived  from 
the  goodwill  in  the  period  from  January  31,  1918,  to 
January  16,  1920,  was  $300,000.    The  Company  filed 
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returns  for  the  years  ending  December  31,  1918,  and 
December  31,  1919,  and  the  period  from  January  1 
to  January  16,  1920. 

Problem  : 

State  fully  on  what  basis  the  depreciation  on  the 
intangibles  may  be  computed  and  how  much  depre- 
ciation will  be  allowed  as  a  deduction  in  each  of  the 
returns  mentioned  above. 

Solution  : 

In  view  of  the  status  of  prohibition  legislation  on 
January  31,  1918,  upon  that  date  the  value  of  the 
goodwill  of  distillers,  brewers,  etc.,  was  reduced  to 
the  then  present  value  of  the  income  to  be  derived 
therefrom  between  that  date  (January  31,  1918)  and 
January  16,  1920.  The  value  of  the  goodwill  on  Jan- 
uary 31,  1918,  is  apportioned  on  the  basis  of  the  time 
elapsed  between  that  date  and  January  16,  1920  (the 
date  upon  which  prohibition  became  effective).  The 
value  on  January  31,  1918,  is  based  upon  the  net 
income  to  be  realized  between  January  31,  1918, 
and  January  16,  1920.  The  difference  between 
the  cost  of  the  goodwill  and  the  value  on  Jan- 
uary 31,  1918  (as  measured  by  the  value  of  the  earn- 
ings to  be  subsequently  realized),  represents  the 
amount  by  which  goodwill  has  depreciated  as  at  Jan- 
uary 31,  1918.  •  This  entire  amount  is  deductible  in 
the  first  taxable  year  ending  on  or  after  January  31, 
1918.  The  remainder  must  be  equitably  apportioned 
between  January  31,  1918,  and  January  16,  1920, 
based  on  time  only.  The  depreciation  on  the  value 
of  the  goodwill  on  January  31,  1918,  is  deductible  as 
follows : 
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The  actual  value  on  January  31,  1918,  of  the  net  in- 
come to  be  derived  from  the  goodwill  was  $300,000. 
This  amount,  therefore,  represents  the  value  of  the 
goodwill  as  at  January  31,  1918.  The  difference  be- 
tween this  amount  and  $500,000  represents  the  de- 
preciation which  had  fully  accrued  on  January  31, 
1918  ($200,000).  This  $200,000  is  deductible  in  the 
first  taxable  year  ending  on  or  after  January  31, 
1918 ;  in  this  case  December  31,  1918.  The  remaining 
$300,000  is  deductible  as  follows: 


^^  X  $300,000  =  $140,425.54  for  the  taxable  year  1918. 


23^ 

12 
——-X  $300,000  =  $153,191.43  for  the  taxable  year  1919 
231^ 


23% 


X  $300,000=  $     6,382.98  for  period  Jan.  1  to  Jan.  16, 1920. 


$300,000.00 
1918  taxable  year    200,000.00 


$500,000.00 


Amounts  to  be  written  off  in  1918:  $200,000.00 

140,425.54 


$340,425.54 
Amount  to  be  written  off  in  1919:  153,191.48 

Amount  to  be  written  off  in  1920 :  6,382.98 


$500,000.00 


Note: — The  value  of  the  goodwill  on  January  31,  1918,  is 
prorated  on  the  basis  of  the  portion  of  the  interval  in  each 
taxable  year  between  January  31,  1918,  and  January  16,  1920, 
or  eleven  months  for  1918,  twelve  months  for  1919  and  one- 
half  month  for  1920,  making  a  total  of  23i^  months. 

Refebence:  Treasury  Decision  2929,  dated  October  7,  1919, 
amending  Article  163,  Regulations  45  Revised. 
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PKOBLEM  14 
Illustrating  Application  of  Section  330  of  the  Revenue 

Act  of  1918  to  the  Pre-war  Period 
Facts  : 

Company  A  was  organized  January  1,  1900,  and 
conducted  a  retail  shoe  business.  In  1916  Company  A 
was  reorganized  and  Company  X  was  formed  to  take 
over  the  business  of  Company  A.  The  reorganized 
Company  X  issued  capital  stock  for  the  goodwill  of 
Company  A  to  the  amount  of  $200,000  par,  which 
was  the  cash  value  of  the  goodwill  at  the  date  of  ac- 
quisition. Although  Company  A  had  no  goodwill 
account  on  the  books  nor  had  at  any  time  specifically 
purchased  goodwill  with  cash,  tangible  property  or 
capital  stock,  the  actual  cash  value  of  Company  A's 
goodwill  during  the  pre-war  period  was  $150,000.  The 
total  capital  stock  of  Company  X  outstanding  both 
on  March  3,  1917,  and  January  1,  1918,  was  $400,000. 

Question  : 

Has  Company  X  a  pre-war  period  ?  If  so,  at  what 
value  should  its  goodwill  be  included  in  invested  cap- 
ital for  the  pre-war  years  ? 

Answer  : 

Since  Company  X  carries  on  a  business  which  is  a 
continuation  of  Company  A's  business.  Company  X 
is  deemed  to  have  been  in  existence  during  the  pre- 
war period  and  the  net  income  and  invested  capital 
(within  certain  limitations  set  forth  in  the  last  para- 
graph of  Section  330)  of  Company  A  for  all  of  the 
pre-war  period  is  considered  to  have  been  the  net  in- 
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Come  and  invested  capital  of  Company  X.  The  good- 
will of  Company  X  for  the  taxable  year  1918  is  sub- 
ject to  the  limitations  of  Section  326  (a)  4  of  the  1918 
law,  since  it  was  acquired  with  stock  and  the  amount 
of  goodwill  allowable  as  invested  capital  is  computed 
as  follows : 

Capital  stock  outstanding  March  3,  1917,  and  Janu- 
ary 1,  1918  $400,000 

25%  of  above  amount 100,000 

As  the  cash  value  of  the  goodwill  at  the  date  of 
acquisition  thereof  by  Company  X  was  in  excess  of 
the  above  amount,  goodwill  to  the  amount  of  $100,000 
may  be  included  in  invested  capital  for  the  taxable 
year. 

Although  Company  A  had  no  goodwill  on  its  books 
during  the  pre-war  period,  it  had  developed  a  good- 
will asset  which  had  a  cash  value  of  $150,000  during 
the  pre-war  period ;  therefore,  since  the  goodwill  asset 
was  in  existence  during  both  the  taxable  year  and  the 
pre-war  period,  such  readjustments  should  be  made 
as  are  necessary  to  place  the  computation  of  the  in- 
vested capital  for  such  pre-war  years  on  the  basis 
employed  in  determining  the  invested  capital  for  the 
taxable  year,  in  accordance  with  Section  330  of  the 
Revenue  Act  of  1918  and  Article  934  of  Regulations 
45  Revised. 

Therefore,  Company  X  should  include  goodwill  in 
its  invested  capital  for  the  pre-war  period  to  the 
amount  of  $100,000. 
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PROBLEM  15 

Illustrating  Basis  for  Arriving  at  Income  and  Excess 

Profits   Tax  Installments  for  Invested 

Capital    Purposes    Only 

Facts  : 

Corporation  A  had  a  fiscal  year  ending  July  31,  and 
filed  its  1918  return  on  the  basis  of  such  fiscal  year. 
The  total  income  and  excess  profits  tax  assessable 
under  the  1917  law  is  $275,000,  while  the  additional 
tax  assessable  under  the  1918  law  is  $125,000,  giving 
a  total  tax  assessable  for  the  year  ended  July  31, 

1918,  amounting  to  $400,000. 

Question  : 

For  the  purpose  of  computing  invested  capital  for 
the  fiscal  year  ended  July  31,  1919,  when  would  the 
income  and  excess  profits  taxes  for  the  fiscal  year 
ended  July  31,  1918,  be  deemed  to  become  due  and 
payable  ? 

Answer  : 

The  total  tax  for  the  purpose  of  computing  invested 
capital  will  be  deemed  to  become  due  and  payable  as 
follows : 

$275,000  on  January  12,  1919 — ^which  is  165  days  from  the 
close  of  the  fiscal  year,  being  the  due  date  of  the 
payment  of  the  tax  under  the  1917  law. 
25,000  on  April  15,  1919 — date  of  the  third  installment 
under  the  1918  law. 
100,000  on  July  15,  1919 — date  of  the  fourth  installment 
under  the  1918  law. 

It  should  be  noted  that  amounts  which  became  due 
and  payable  under  the  1917  Act  prior  to  February  25, 

1919,  are  as  far  as  possible,  deemed  to  have  canceled 
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earlier  installments  payable  under  Section  250  of  the 
1918  Act.  Therefore  the  first  installment  which 
would  have  become  due  October  15,  1918,  under  the 
1918  Act  has  been  canceled.  In  addition  the  amount 
of  $275,000  due  under  the  1917  Act  takes  care  of  the 
installment  of  $100,000  which  would  have  become  due 
on  January  15,  1919,  under  the  Revenue  Act  of  1918, 
and  also  takes  care  of  $75,000  of  the  installment  which 
would  have  become  due  on  April  15,  1919,  under  the 
Revenue  Act  of  1918. 

Question  : 

If  the  return  of  Corporation  A  were  filed  for  the 
fiscal  year  ended  September  30,  1918,  and  the  tax 
assessed  were  the  same  as  stated  in  the  above  propo- 
sition, when  would  the  taxes  be  deemed  to  become  due 
and  payable  for  invested  capital  purposes? 

Answer: 


,000  on  February  25,  1919 — in  accordance  with  the  pro- 
visions of  Treasury  Decision  2931. 
100,000  on  March  15,  1919— date  of  second  installment. 
100,000  on  June  15,  1919— date  of  third  installment. 
100,000  on  September  15,  1919 — date  of  fourth  installment. 

Section  14(a)  of  the  Revenue  Act  of  1916  provides, 
in  effect,  that  the  taxes  of  concerns  filing  on  a  fiscal 
year  basis  shall  become  due  and  payable  165  days  from 
the  closing  date  of  the  fiscal  year.  The  tax  of  $275,000 
due  under  the  1917  Act,  based  upon  Section  14(a), 
would  become  due  and  payable  March  14,  1919.  How- 
ever, Treasury  Decision  2931  and  Article  845(a)  of 
Regulations  45  Revised,  stipulate  that  while  in  the 
ease  of  amounts  due  and  payable  prior  to  February 
25,  1919,  under  the  provisions  of  Section  14(a)   of 
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the  Revenue  Act  of  1916,  such  law  shall  govern,  in  all 
other  respects  the  provisions  of  Section  250  of  the 
Revenue  Act  of  1918  shall  govern,  except  that  the 
installments  which  would  have  become  due  prior  to 
February  25,  1919,  shall  be  deemed  to  become  due  and 
payable  on  that  date.  Therefore,  since  the  tax  of 
$275,000  would  have  become  due  after  February  25, 
1919,  in  accordance  with  Section  14(a)  of  the  Rev- 
enue Act  of  1916,  Section  250  of  the  Revenue  Act  of 
1918  governs,  except  that  the  first  installment  which 
under  Section  250  would  ordinarily  have  become  due 
and  payable  the  fifteenth  day  of  the  third  month  from 
the  end  of  the  fiscal  year,  or  December  15,  1918,  is 
deemed  to  have  become  due  and  payable  February  25, 
1919.  The  other  three  installments  are  deemed  to  have 
become  due  strictly  in  accordance  with  the  require- 
ments of  Section  250. 

See  Problem  16  for  method  of  prorating  the  installments  for 
invested  capital  purposes. 


PROBLEM  16 

Illustrating   Method   of   Prorating   Installments   of 

Income    and   Profits    Tax   in   Arriving    at 

Invested    Capital   for   1919 

Facts  : 

The  income  and  profits  taxes  for  1918  of  Corpora- 
tion A  amounted  to  $100,000,  and  were  paid  in  four 
installments  as  follows : 

$25,000  on  March  15,  1919. 
25,000  on  June  15,  1919. 
25,000  on  September  15,  1919 
25,000  on  December  15,  1919. 
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Problem  : 

From  the  above  facts  compute  the  amount  to  be  de- 
ducted from  invested  capital  for  1919  in  Schedule  H, 
Form  1120. 

Solution  : 

Article  845,  Regulations  45  Revised,  states  that 
amounts  payable  on  account  of  the  above  taxes  may  be 
included  in  invested  capital  only  until  such  taxes  be- 
come due  and  payable. 


$25,000  prorated  for  292  days  (March  15  to  De- 
cember 31 )    =  $20,000.00 

$25,000  prorated  for  200  days- (June  15  to  De- 
cember 31 )    =    13,698.63 

$25,000  prorated  for  108  days   (September  15  to 

December  31 )    =      7,397.26 

$25,000  prorated  for  17  days  (December  15  to  De- 
cember 31 )    =      1,164.38 


Total  to  be  deducted  in  Schedule  H $42,260.27 

It  is  immaterial  whether  or  not  the  full  tax  is  paid 
on  March  15,  or  whether  the  actual  payments  are  dif- 
ferent from  the  installments  that  would  be  due  on  the 
four  installment  dates.  The  deductions  from  invested 
capital  are  based  on  the  installments  as  of  the  date 
each  is  due  and  pa/ydble. 

Inasmuch  as  the  corporation  was  reporting  on  the 
calendar-year  basis,  the  shorter  method  referred  to  in 
Chapter  IV  may  be  applied  here,  i.  e.,  the  deduction 
will  be  42.260274  per  cent  of  the  total  taxes  payable. 

Thus : 

$100,000  X  .42260274  =  $42,260.27 
Reference:  Article  845,  Regulations  45  Revised. 
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PROBLEM  17 
Intercompany    Transaction    Affecting    Consolidated 

Net   Income 
,  Facts  : 

Company  A,  a  chemical  company,  owns  100  per 
cent  of  the  stock  of  Company  B,  a  paint  manufactur- 
ing company.  These  two  companies  were  required  to 
file  consolidated  returns  in  1917.  In  1915  Company  A 
had  purchased  $100,000  par  value  of  New  York  City 
bonds  at  a  total  price  of  $104,000.  During  the  tax- 
able year  1917,  Company  A  sold  these  bonds  to  its 
subsidiary  at  a  price  of  $96,000. 

Question  : 

May  Company  A  deduct  a  loss  of  $8,000  in  its 
income  and  excess  profits  tax  returns  for  1917  ? 

Answer  : 

Company  A  may  deduct  the  loss  of  $8,000  in  its 
income  tax  return  for  1917.  However,  it  may  not  de- 
duct this  loss  in  ascertaining  the  consolidated  net  in- 
come for  excess  profits  tax  purposes.  That  is,  for 
computing  consolidated  net  income  the  transaction 
given  above  will  be  considered  an  intercompany 
transaction.  When  the  stock  is  finally  sold  by  Com- 
pany B  to  outside  interests  a  profit  or  loss  will  be 
sustained  for  the  purpose  of  computing  consolidated 
net  income. 

Note: — Had  this  transaction  occurred  in  1918,  or  subse- 
quent years,  the  loss  of  $8,000  would  not  be  deductible  for 
income  or  profits  tax  purposes,  because  in  1918  both  income 
taxes  and  profits  taxes  of  aflSliated  companies  are  computed 
on  the  basis  of  consolidated  net  income. 
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PROBLEM  18 
Compuiation    of   Invested   Capital — Adjustment    of 

Intercompany  Inventory 
Facts  : 

Corporation   A,   a  foundry,   and   Corporation   B, 
which  manufactures  steam  pumps  and  engines,  are 
owned  and  controlled  by  the  same  interests  and  are 
required  to  file  a  consolidated  return. 
The  following  data  are  submitted: 


COEPOBATION  A 

Balance  Sheet  as  at  January  1,  1917 


Assets 

Cash    

Inventories 

Municipal  Bonds  . , 

Plant  

Goodwill 


$  60,000 

60,000 

125,000 

150,000 

105,000 

$500,000 
r  -I 


Liabilities 

Accounts  payable  . .  $120,000 

Capital  stock 200,000 

Surplus 180,000 


$500,000 


COBPOBATION  B 

Balance  Sheet  as  at  January  1,  1917 


Assets 

Cash    $  20,000 

Inventories 55,000 

Municipal  Bonds  . . .  100,000 

Plant 150,000 

Goodwill 125,000 


$450,000 


Liabilities 

Notes  payable $105,000 

Capital  stock 250,000 

Surplus 95,000 


$450,000 


The  goodwill  of  Corporation  A  was  acquired  with 
capital  stock  and  at  the  date  of  acquisition  had  a  cash 
value  of  $35,000. 

The  goodwill  of  Corporation  B  was  acquired  for 
$75,000  cash. 
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The  inventory  of  Corporation  B  was  purchased 
from  Corporation  A  on  cost  plus  10  per  cent  basis,  and 
was  inventoried  by  Corporation  B  at  the  cost  price 
to  it. 

Pkoblem  : 

From  the  above  data,  compute  the  invested  capital 
for  1917. 

Solution  : 

The  consolidated  balance  sheet  is  prepared  as 
follows : 


Consoli- 

dated 

Corpora- 

Corpora- 

Elimina- 

Balance 

Assess;                              tion  A 

tion  B 

tions 

Sheet 

Cash    $  60,000 

$  20,000 

$  80,000 

Inventories 60,000 

55,000 

$5,000 

110,000 

Municipal  Bonds.      125,000 

100,000 

225,000 

Plant 150,000 

150,000 

300,000 

Goodwill    105,000 

125,000 

230,000 

$500,000 

$450,000 

$5,000 

$945,000 

Liabilities: 

Accounts  payable  $120,000 

$120,000 

Notes  payable   . . 

$105,000 

105,000 

Capital  stock   . .  .      200,000 

250,000 

450,000 

Surplus   180,000 

95,000 

$5,000 

270,000 

$500,000 

$450,000 

$5,000 

$945,000 

The  invested  capital  is  computed 

as  follows: 

Schedule  A : 

Capital  stock  consolidated  balance  sheet 

$450,000 

Surplus    

270,000 

$720,000 
Schedule  C: 

Deductions : 

Goodwill  Corporation  A $70,000 

Goodwill  Corporation  B 50,000       120,000 


Consolidated  invested  capital . .  . 
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In  the  above  consolidated  balance  sheet,  there  has 
been  eliminated  the  10  per  cent  intercompany  profit  in 
the  inventory  of  Corporation  B,  which  amounts  to 
$5,000.  This  elimination  is  made  by  crediting  in- 
ventories and  charging  surplus. 

No  adjustment  was  necessary  in  invested  capital  on 
account  of  inadmissible  assets,  inasmuch  as  the  inad- 
missible assets  do  not  exceed  the  indebtedness. 

If  the  above  computation  of  invested  capital  were 
for  1918,  the  deduction  on  account  of  inadmissible 
assets  would  be  the  percentage  of  $600,000  that  the 
average  inadmissible  assets  for  the  year  bear  to 
the  total  average  assets  (properly  valued)  for  the 
year. 

As  the  goodwill  of  Corporation  A  was  acquired  with 
stock,  it  would  seem  at  first  glance  that  it  is  subject  to 
the  20  per  cent  limitation.  However,  the  cash  value 
of  this  goodwill  on  the  date  of  acquisition  was  $35,- 
000,  which  is  $5,000  lower  than  20  per  cent  of  the 
outstanding  stock  $200,000,  and  as  the  Regulations 
require  that  the  lower  amount  be  used,  the  amount  of 
goodwill  to  be  disallowed  is  computed  as  follows: 

Goodwill  of  Corporation  A $105,000 

Le88  cash  value  of  same 35,000 

Amount  disallowed  as  invested  capital $70,000 

The  goodwill  of  Corporation  B  was  acquired  for 
$75,000  cash,  and  cannot  be  included  in  invested  cap- 
ital at  an  amount  in  excess  of  the  cost  price.  The  20 
per  cent  limitation  does  not  apply  in  cases  where 
goodwill  was  acquired  for  cash.  The  amount  of  good- 
will disallowed  in  the  case  of  Corporation  B  is  com- 
puted as  follows : 
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Goodwill  of  Corporation  B $125,000 

Less  cash  consideration  paid  for  same 75,000 

Appreciation  of  goodwill  disallowed $50,000 

Eefebences : 

Article  57,  Regulations  41. 
Article  60,  Regulations  41. 
Article  864,  Regulations  45  Revised. 
Article  865,  Regulations  45  Revised. 


PROBLEM  19 
Consolidated  Invested   Capital — Inadmissibles — 1917 

Facts: 

Corporations  A  and  B,  investment  companies,  are 
owned  and  controlled  by  the  same  interests  in  the  same 
proportions  and  are  required  to  file  a  consolidated  ex- 
cess profits  tax  return. 

The  balance  sheet  of  Corporation  A  as  at  January 
1,  1917,  was  as  follows : 

Assets  Liahilities 

Cash    $40,000  Accounts  payable  . . .  $10,000 

Domestic       corporate  Capital  stock 50,000 

stock 60,000  Surplus 40,000 


$100,000  $100,000 


The  balance  sheet  of  Corporation  B  on  the  same 

date  was  as  follows: 

\ 
Assets  Liahilities 

Cash    $25,000      Accounts  payable  . . .  $25,000 

Domestic       corporate  Capital  stock 25,000 

stock   35,000     Surplus 10,000 

$60,000  $60,000 
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Problem  : 

Assuming  that  the  stocks  owned  and  the  indebted- 
ness remained  constant  throughout  the  year,  and  that 
no  additional  capital  was  taken  into  either  corpora- 
tion, compute  the  consolidated  invested  capital  of  the 
companies. 

Solution  : 

The  first  step  will  be  to  set  up  a  consolidated  bal- 
ance sheet  as  at  January  1,  1917.  Inasmuch  as  the 
above  balance  sheets  contain  no  intercompany  ac- 
counts, and  as  they  are  consolidated  as  a  * '  brother  and 
brother ' '  group,  there  will  be  no  eliminations  to  make. 
The  consolidated  balance  sheet  will  merely  be  the 
above  balance  sheets  combined  as  follows: 


Assets: 

Cash 

Domestic  stocks  . . . 

Corpora- 
tion A 
. .   $  40,000 
. .       60,000 

Corpora- 
tion B 
$25,000 
35,000 

Consolidated 

Balance 

Sheet 

$  65,000 

95,000 

Totals    

Liabilities : 

Accounts  payable  . . 

Capital  stock   

Surplus    

..   $100,000 

..  $  10,000 

. .       50,000 

40,000 

$60,000 

$25,000 
25,000 
10,000 

$160,000 

$  35,000 
75,000 
50,000 

Totals    

..   $100,000 

$60,000 

$160,000 

The  consolidated  invested  capital  for  1917  is  com- 
puted as  follows: 

Schedule  A: 

Capital  stock — consolidated  balance  sheet $  75,000 

Surplus — consolidated  balance  sheet 50,000 
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Schedule  C: 

Adjustment  on  account  of  excess  of  inadmissible 
assets  over  indebtedness: 

Domestic  stocks    $95,000 

Liabilities    35,000         60,000 

Consolidated  invested  capital   $65,000 

The  excess  of  inadmissible  assets  over  indebtedness 
is  computed  on  the  basis  of  the  consolidated  bal- 
ance sheet  in  all  consolidated  cases.  In  cases  where 
the  indebtedness  and  inadmissibles  vary  materially 
throughout  the  year,  the  average  for  the  year  should 
be  computed  in  some  satisfactory  manner  other  than 
by  simply  taking  the  sum  of  the  balances  at  the  be- 
ginning and  end  of  the  year  and  dividing  by  two. 

It  is  assumed  that  the  domestic  stocks  owned  did 
not  represent  such  control  or  ownership  of  other  cor- 
porations as  to  warrant  including  such  other  corpo- 
rations in  this  consolidation. 

PROBLEM  20 
Affiliated    Corporations — Class   B — Goodwill  Limita- 
tion 1917  and  1918 

^^^'^^=  Part  I 

Corporations  A  and  B  are  engaged  in  the  wholesale 
produce  business  and  are  owned  and  controlled  by 
the  same  interests  in  substantially  the  same  pro- 
portion. 

The  following  data  are  submitted: 

COEPOBATION  A 
Balance  Sheet  as  at  January  1,  1917 
Assets  Liabilities 

Cash    $50,000      Accounts  payable   . .  .   $10,000 

Goodwill 50,000      Capital  stock 50,000 

Surplus 40,000 

$100,000  $100,000 
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COBPOBATIOX  B 

Balance  Sheet  as  at  January  1,  1917 
Assets  Liabilities 

Cash    $75,000      Accounts  payable   . .  .   $25,000 

Goodwill 75,000      Capital  stock       75,000 

Surplus 50,000 


$150,000 


$150,000 


Problem  : 

Assuming  that  the  goodwill  of  Corporation  A  was 
purchased  with  cash  and  the  goodwill  of  Corporation 
B  acquired  with  stock  at  par,  compute  the  consoli- 
dated invested  capital  of  the  companies  as  at  Jan- 
uary 1,  1917. 

Solution  : 

The  first  step,  as  explained  in  Problem  19,  will  be 
to  set  up  a  consolidated  balance  sheet  as  at  January  1, 
1917,  as  follows: 


Assets: 

Cash   . . . 
Goodwill 

payable  . 
tock   .... 

Corpora- 
tion A 
. .   $  50,000 
. .        50,000 

Corpora- 
tion B 
$  75,000 
75,000 

Consolidated 

Balance 

Sheet 

$125,000 

125,000 

$100,000 

$150,000 

$250,000 

Liabilities : 
Accounts 
Capital  s 
Surplus 

.  .   $  10,000 
50,000 
40,000 

$  25,000 
75,000 
50,000 

$  35,000 

125,000 

90,000 

$100,000 

$150,000 

$250,000 

The  consolidated  invested  capital  for  1917  is  com- 
puted as  follows: 

Schedule  A: 

Capital  stock,  consolidated  balance  sheet $125,000 

Surplus,  consolidated  balance  sheet 90,000 
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Schedule  C: 

Adjustment   on   account  of   20%   limitation   on 

goodwill  of  Corporation  B 60,000 


Consolidated  invested  capital  $155,000 

In  this  class  of  consolidation,  the  "hrother  and 
brother"  relation,  the  percentage  limitation  of  good- 
will is  computed  on  the  basis  of  the  outstanding  cap- 
ital stock  of  each  individual  company. 

As  the  goodwill  of  Corporation  A  was  acquired  with 
cash,  the  entire  amount  may  properly  be  included  in 
invested  capital.  The  goodwill  of  Corporation  B,  how- 
ever, was  acquired  with  stock  and  is  therefore  subject 
to  the  limitation  on  intangible  property  as  stated  in 
Articles  57  and  58,  Regulations  41.  In  this  particular 
case,  it  is  assumed  that  the  cash  value  of  the  goodwill 
of  Corporation  B  is  at  least  equal  to  20  per  cent  of  the 
outstanding  capital  stock  of  the  company  on  March 
3,  1917.    This  limitation  is  computed  as  follows : 

Goodwill  of  Corporation  B $75,000 

Less  20%  of  capital  stock  of  Corporation  B,  i.e.,  20% 

of  $75,000   15,000 


Amount  of  goodwill  disallowed  as  invested  capital ....   $60,000 

Part  II 
Assuming  that  the  balance  sheets  given  in  Part  T 
are  dated  January  1,  1918,  compute  the  amount  of 
goodwill  to  be  disallowed  as  invested  capital  for  the 
year  1918. 

Solution  : 

The  only  difference  in  this  computation  and  the 
1917  computation  is  the  change  in  the  percentage  of 
the  limitation.    Under  the  Revenue  Act  of  1918,  the 
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limitation  on  intangible  property  is  25  per  cent  of  the 
outstanding  capital  stock  of  the  corporation  at  the 
beginning  of  the  taxable  year,  in  cases  where  such 
property  was  acquired  after  March  3,  1917.  In  cases 
where  the  property  was  acquired  prior  to  March  3, 
1917,  the  limitation  is  25  per  cent  of  the  outstanding 
capital  stock  on  March  3,  1917,  provided  the  total 
amount  acquired  before  and  after  March  3,  1917, 
and  as  limited  in  the  foregoing,  does  not  exceed  in  the 
aggregate  25  per  cent  of  the  par  value  of  the  total 
stock  or  shares  of  the  corporation  outstanding  at  the 
beginning  of  the  taxable  year.  This  limitation  is  to 
be  used  only  when  the  amount  after  applying  such 
limitation  is  lower  than  the  actual  cash  value  at  the 
date  of  acquisition  of  the  property,  or  the  par  value 
of  the  stock  or  shares  issued  in  payment  for  same. 

Assuming  that  the  cash  value  is  more  than  25  per 
cent  of  the  capital  stock  outstanding,  and  that  the 
goodwill  was  acquired  prior  to  March  3,  1917,  the 
amount  of  goodwill  to  be  disallowed  as  invested  cap- 
ital is  computed  as  follows: 

Goodwill  of  Corporation  B $75,000 

Less  25%  of  capital  stock  of  Corporation  B  outstand- 
ing on  March  3,  1917,  and  at  beginning  of  taxable 
year,  i.e.,  25%  of  $75,000 18,750 

Goodwill  disallowed  as  invested  capital $56,250 

Refeeences : 

1917 — Articles  57  and  58,  Regulations  41. 
1918 — ^Article  865,  Regulations  45  Revised. 
Section  326-A-4  and  5,  Revenue  Act  of  1918. 
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PROBLEM  21 
Consolidated  Invested  Capital — Elimination  of  Inter- 
company Transactions 
Facts  : 

Corporation  A,  a  tannery,  and  Corporation  B,  a 
shoe  factory,  are  owned  and  controlled  by  the  same 
individuals  in  the  same  proportion. 
The  following  data  are  submitted: 


COBPOBATION  A 
Balance  Sheet  as  at  January  1,  1917 


Assets 

Plant $  75,000 

Accounts  receivable.  15,000 

Due  from  Corp.  B . .  25,000 

Municipal  bonds  .  . .  75,000 

Cash    10,000 


$200,000 


Liabilities 

Accounts  payable   . .  $  50,000 

Capital  stock 100,000 

Surplus 50,000 


$200,000 


COBPOEATION  B 

Balance  Sheet  as  at  January  1,  1917 

Assets  Liabilities 

Plant $  90,000  Due  Corp.  A $  25,000 

Accounts  receivable .  30,000  Capital  stock 150,000 

Municipal  bonds  . . .  80,000  Surplus 75,000 

Cash    50,000 

$250,000  $250,000 

Problem  : 

Assuming  that  the  bonds  and  indebtedness  of  both 
corporations  remain  constant  throughout  the  year, 
compute  the  invested  capital  for  1917. 

Solution  : 
The  consolidated  balance  sheet  will  be  as  follows : 
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Consoli- 

dated 

Corpora- 

Corpora- 

Elimina- 

Balance 

Assets:                            tion  A 

tion  B 

tions 

Sheet 

Plant   $  75,000 

$  90,000 

$165,000 

Accounts  rec.  . . .       15,000 

30,000 

45,000 

Due  from  Corp.  B       25,000 

$25,000 

Municipal  bonds.       75,000 

80,000 

155,000 

Cash    10,000 

50,000 

60,000 

$200,000 

$250,000 

$25,000 

$425,000 

Lidbilitiea : 

Accounts  payable  $  50,000 
Due  Corp.  A . .  . . 
Capital  stock  . . .      100,000 
Surplus  50,000 


Consoli- 
dated 
Corpora-     Corpora-     Elimina-    Balance 
tion  A        tion  B  tions  Sheet 

$  50,000 
$  25,000     $  25,000 
150,000  250,000 

75,000  125,000 


$200,000     $250,000     $  25,000     $425,000 


The  consolidated  invested  capital  for  1917  is  com- 
puted as  follows : 

Schedule  A: 

Capital  stock,  consolidated  balance  sheet $250,000 

Surplus,  consolidated  balance  sheet 125,000 

$375,000 

Schedule  C: 

Excess  of  inadmissibles  over  indebted- 
ness: 

Municipal  bonds,  consolidated  bal- 
ance sheet    $155,000 

Indebtedness    50,000       105,000 

Consolidated  invested  capital $270,000 


The  invested  capital  for  1918  would  be  computed 
in  the  same  manner,  with  the  exception  that  the  de- 
duction   on    account    of    inadmissible    assets,    under 
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Schedule  L,  would  be  that  percentage  of  the  invested 
capital  before  making  the  adjustment  on  account  of 
inadmissibles  which  the  average  inadmissible  assets 
is  of  the  total  of  the  average  admissible  and  inad- 
missible assets  held  during  the  year. 

The  outstanding  feature  of  this  problem,  however, 
is  the  elimination  of  intercompany  accounts. 

In  the  preparation  of  a  consolidated  balance  sheet 
it  is  necessary  to  eliminate  all  intercompany  accounts, 
which  may  arise,  for  example,  when  one  affiliated  com- 
pany sells  to  another,  and  the  seller  records  the  trans- 
action as  an  account  receivable,  while  the  buyer  re- 
cords it  as  an  account  payable. 

From  the  viewpoint  of  the  enterprise  as  a  whole  or 
as  a  single  unit,  no  actual  change  in  the  assets  or 
liabilities  is  brought  about  by  this  transaction,  and 
the  entries  made  on  the  books  inflate  the  assets  and 
liabilities  of  the  group.  Therefore,  it  is  necessary,  in 
the  above  problem  to  eliminate  from  the  assets  of  Cor- 
poration A  the  $25,000  due  from  Corporation  B  and 
to  eliminate  from  the  liabilities  of  Corporation  B 
the  $25,000  due  Corporation  A,  thus  making  the  con- 
solidated balance  sheet  show  only  the  true  assets  and 
liabilities  of  the  consolidated  group. 

References : 

Article  864,  Regulations  45  Revised. 
Section  326(c),  Revenue  Act  of  1918. 

PROBLEM  22 

Computation    of    Invested    Capital — Class    A    Con- 
solidation 
Facts  :      , 

Corporation  A,  a  newspaper,  organized  Corporation 
B,  a  job  printing  company,  in  1914  by  paying  $100,- 
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000  cash  for  the  entire  capital  stock,  of  a  par  value 
of  $100,000. 

The  following  data  are  submitted: 

COBPOBATION  A 

Balance  Sheet  as  at  January  1,  1917 

Assets  Liabilities 

Cash    $  25,000      Accounts  payable  . .   $100,000 

Accounts  receivable.       65,000      Capital  stock 400,000 

Securities 200,000      Surplus 190,000 

Treasury  stock   100,000 

Plant 200,000 

Goodwill 100,000 


$690,000  $690,000 


COBPO^TION  B 

Balance  Sheet  as  at  January  1,  1917 

Assets  Liabilities 

Cash    $  10,000  Notes  payable $120,000 

Accounts  receivable .  60,000  Capital  stock 100,000 

Securities 30,000  Surplus 140,000 

Plant 80,000 

Goodwill 180,000 


$360,000  $360,000 


The  securities  of  Corporation  A  are  as  follows: 

United  States  Government  bonds $  25,000 

Municipal  bonds    75,000 

Stock  of  Corporation  B  100,000 

The  securities  of  Corporation  B  are  as  follows: 

Municipal  bonds    $  30,000 

The  goodwill  of  Corporation  A  was  acquired  with 
stock. 

The  goodwill  of  Corporation  B  was  acquired  with 
cash. 

It  is  assumed  that  the  amount  of  securities  and 
indebtedness  remained  constant  during  the  year. 
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Problem  : 

From  the  above  data,  compute  the  invested  capital 


as  at  January  1, 
made. 


1917,  and  explain  each  adjustment 


Solution  : 

Consolidated  Balance  Sheet 

Consoli- 
dated 

Corpora-    Corpora-    Elimina-  Balance 

Assets:                              tion  A        tion  B          tions  Sheet 

Cash    $  25,000     $  10,000  $  35,000 

Accounts  receiva- 
ble           65,000         60,000  125,000 

Securities   200,000         30,000     $100,000  130,000 

Treasury  stock  . .     100,000  100,000 

Plant  200,000         80,000  280,000 

Goodwill   100,000       180,000  280,000 

$690,000     $360,000     $100,000  $950,000 


Liabilities : 

Accounts  payable  $100,000 
Notes  payable   . . 
Capital  stock  . . .     400,000 
Surplus  190,000 


$120,000 
100,000 
140,000 


$100,000 


$100,000 
120,000 
400,000 
330,000 


$690,000  $360,000  $100,000  $950,000 


As  the  investment  of  Corporation  A  in  the  capital 
stock  of  Corporation  B  is  also  reflected  in  the  net 
worth  of  Corporation  B,  the  capital  stock  of  Corpora- 
tion B  is  eliminated  from  the  investment  account  of 
Corporation  A,  and  offsetting  this  amount  the  capital 
stock  of  Corporation  B  is  also  eliminated,  in  the  prep- 
aration of  the  consolidated  balance  sheet. 

The  invested  capital  of  the  consolidation  is  as 
follows : 
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Schedule  A: 

Capital     stock,     consolidated     balance 

sheet    $400,000 

Less:  Treasury  stock   100,000    $300,000 

Surplus,  consolidated  balance  sheet . . .  330,000 

$630,000 
Schedule  C: 

Goodwill,  Corporation  A 40,000 

Consolidated  invested  capital  $590,000 

As  the  goodwill  of  Corporation  A  was  acquired 

with  stock,  assuming  that  the  cash  value  is  more  than 

20  per  cent  of  the  outstanding  capital  stock,  the  latter 

limitation  must  be  applied.    In  a  consolidation  of  this 

kind,  the  ** parent  and  child"  relation,  the  limitation 

of  goodwill  is  computed  as  follows: 

Goodwill  of  Corporation  A  $100,000 

Less: 

20%    of    the    consolidated    outstanding    capital 

stock  (20%  of  $300,000)    60,000 

Goodwill  disallowed  as  invested  capital $  40,000 

The  goodwill  of  Corporation  B  was  acquired  with 

cash,  and  under  Article  60,  Regulations  41,  may  be 

included  in  invested  capital. 

The  inadmissible  assets  in  a  "parent  and  child" 

consolidation  are  treated  in  the  same  manner  as  in  a 

"brother  and  brother"  consolidation,  i.  e.,  based  on 

the  consolidated  balance  sheet. 
In   this   problem   the   inadmissible   assets   are   as 

follows : 

Municipal  bonds    $105,000 

It  should  be  noted  that  the  United  States  Govern- 
ment Bonds  are  admissible  assets. 

Inasmuch  as  the  consolidated  indebtedness  of  the 
corporations  is  $220,000,  and  is  therefore  in  excess  of 
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the  inadmissible  assets,  there  is  no  adjustment  because 
of  the  ownership  of  so-called  inadmissible  assets. 

The  characteristic  feature  of  this  problem  is  the 
elimination  of  the  stock  of  a  subsidiary  corporation 
acquired  with  cash  at  par. 

References : 

Treatment  of  Goodwill  Acquired  with  Cash — ^Problem  18. 
Treatment  of  Goodwill  Acquired  with  Stock — Problem  18. 
Treatment  of  Inadmissible  Assets — Problem  19. 
Article  867,  Regulations  45  Revised. 

PROBLEM  23 

Computation  of  Consolidated  Invested  Capital  When 

Subsidiary  is  Acquired  for  Cash  at  a  Discount 

Facts  : 

Corporation  A,  a  paper  mill,  acquired  the  stock  of 
Corporation  B,  a  sulphite  mill,  January  1,  1914,  for 
a  cash  consideration  of  $100,000.  The  goodwill  of 
Corporation  A  was  acquired  by  it  with  stock. 

COBPORATION  A 

Balance  Sheet  as  at  Jwnuary  1,  1917 
Assets  Liabilities 

Accounts  receivable.   $110,000      Accounts  payable  ..  $200,000 

Due  from  Corp.  B . .       90,000      Capital  stock 400,000 

Stocks     and     bonds.  Surplus 200,000 

domestic 300,000 

Plant 200,000 

Goodwill 100,000 


$800,000  $800,000 


COEPOEATION  B 

Bala/nce  Sheet  as  at  January  1,  1917 
Assets  Liabilities 

Accounts  receivable.   $120,000      Due  Corp.  A $  90,000 

Stocks,  domestic  . . .       20,000      Capital  stock 100,000 

Plant 80,000      Surplus 210,000 

Goodwill 180,000 

$400,000  $400,000 
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The  securities   owned  by   Corporation  A  are   as 
follows : 

Stocks  of  domestic  corporations $190,000 

United  States  Steel  bonds  10,000 

Stock  of  Corporation  B 100,000 


$300,000 

The  stocks  owned  by  Corporation  B  are  as  follows : 
Stocks  of  domestic  corporations $20,000 

COBPORATION  B 

Balance  Sheet  as  at  Janua/ry  1,  1914,  Date  of  Acquisition  hy 
Corporation  A 

Assets  ,  Liabilities 

Tangible  property  . .  $200,000  '    Accounts  payable  . .  .  $240,000 

Intangible  property.     180,000      Capital  stock 100,000 

Surplus 40,000 


$380,000  $380,000 


Problem  : 

Assuming  that  the  indebtedness  and  stocks  re- 
mained constant  during  the  year,  compute  the  in- 
vested capital  for  1917. 

Solution  : 

The  consolidated  balance  sheet  may  be  set  up  as 
follows : 

Consoli- 
dated 
Corpora-     Corpora-     Elimina-    Balance 
Assets:  tion  A        tion  B  tions  Sheet 
Accounts  receiva- 
ble       $110,000     $120,000                        $230,000 

Due  from  Corp.  B       90,000  $  90,000 

Stocks    300,000         20,000       100,000       220,000 

Plant 200,000         80,000  280,000 

Goodwill    100,000       180,000         40,000       240,000 


$800,000     $400,000     $230,000     $970,000 
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Liahilitie8 : 

Accounts  payable  $200,000  $200,000 

Due  Corp.  A   . . .  $  90,000     $  90,000 

Capital  stock  . . .     400,000       100,000       100,000      400,000 
Surplus 200,000       210,000        40,000       370,000 


$800,000     $400,000     $230,000     $970,000 


The  invested  capital  is  computed  as  follows: 

Schedule  A: 

Capital  stock,  consolidated  balance  sheet $400,000 

Surplus,  consolidated  balance  sheet 370,000 


Schedule  C: 

Goodwill  of  Corporation  A . .  $100,000 
20%  of  $400,000 80,000 


$770,000 


$20,000 


Excess  of  inadmissible  assets : 

Total  inadmissibles $210,000 

Less  indebtedness    200,000       10,000        30,000 


Consolidated  invested  capital  $740,000 

Assuming  that  the  cash  value  of  the  goodwill  of 
Corporation  A  as  at  the  date  of  its  acquisition  is  in  ex- 
cess of  $80,000,  the  adjustments  on  account  of  good- 
will and  inadmissible  assets  are  computed  in  the 
manner  outlined  in  Problems  18  and  19,  respectively. 

The  adjustment  on  account  of  intercompany  trans- 
actions is  outlined  in  Problem  21. 

The  characteristic  of  this  problem  is  the  elimination 
of  the  stock  of  a  subsidiary  corporation  acquired  for 
cash  at  a  discount. 

As  Corporation  A  acquired  the  entire  capital  stock 
of  Corporation  B  for  $100,000,  the  cash  paid  for  same 
must  be  the  amount  at  which  it  is  taken  into  the  con- 
solidation. It  is,  therefore,  necessary  in  this  case  to 
eliminate  the   amount  by  which  the  net  assets  of 
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Corporation  B  at  date  of  acquisition  exceed  $100,000, 
which  is  $40,000.  This  amount  is  as  a  rule  eliminated 
first  against  intangibles,  and  if  there  are  no  intan- 
gibles, against  the  fixed  assets.  In  this  case,  it  is 
eliminated  against  the  intangible  property,  good- 
will. Had  there  been  no  intangible  property,  it  would 
have  been  eliminated  against  the  plant  account. 

References  : 

Treasury  Decision  2901. 

Article  867,  Regulations  45  Revised. 

PROBLEM  24 

Computation  of  Consolidated  Invested  Capital  When 
Capital    Stock    of   Subsidiary    is    Acquired 
with  Cash  at  a  Premium 
Facts  : 

Corporation  A,  a  newspaper,  acquired  the  capital 
stock  of  Corporation  B,  a  paper  mill,  January  1,  1915, 
for  $200,000  cash. 

The  goodwill  of  Corporation  A  was  acquired  with 
stock  at  par.  Its  value  at  the  date  of  acquisition  was 
equivalent  to  par. 

The  following  data  are  submitted: 

Corporation  A 

Balance  Sheet  as  at  January  1,  1917 

Assets  Liabilities 

Cash    $  25,000      Accounts  payable  . .  $200,000 

Due  from  Corp.  B. .     105,000      Capital  stock 300,000 

Investment  in  Corp.  Surplus 180,000 

B.  .: 200,000 

Plant 200,000 

Goodwill 150,000 


,000  $680.000 
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COBPOKATION  B 

Balance  Sheet  as  at  January  1,  1911 


Assets 

Cash    $  35,000 

Accounts  receivable.  45,000 

Plant 180,000 

Goodwill 180,000 


$440,000 


Liabilities 

Due  Corp.  A $105,000 

Capital  stock 100,000 

Surplus 235,000 


$440,000 


COBPOBATION  B 

Balance  Sheet  as  at  Janua/ry  1,  yt915,  Date  of  Acquisition  by 
Corporation  A 

Assets  Liabilities 

Tangible  property  . .  $220,000      Accounts  payable  . .  $230,000 

Intangible  property.      180,000      Capital  stock 100,000 

Surplus 70,000 

$400,000  $400,000 

Problem  : 

Compute  the  consolidated  invested  capital. 

Solution  : 

The  consolidated  balance  sheet  may  be  set  up  as 
follows : 

Consoli- 
dated 
Corpora-     Corpora-       Elimina-      Balance 
Assets:  tion  A        tion  B  tions  Sheet 

Cash     $  25,000     $  35,000  $  60,000 

Accounts       re- 
ceivable    45,000  45,000 

Due  from  Corp. 

B     105,000  —$105,000 

Investment     in 

Corp.  B   200,000  —  200,000 

Plant 200,000       180,000  380,000 

Goodwill   150,000       180,000     -(-     30,000       360,000 

$680,000     $440,000         $275,000     $845,000 
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Liabilities : 

Accounts  paya- 
ble       $200,000  $200,000 

Due  Corp.  A..  $105,000     —$105,000 

Capital  stock..     300,000       100,000     —100,000       300.000 

Surplus   180,000       235,000     —     70,000       345,000 


$680,000     $440,000         $275,000     $845,000 


The  invested  capital  is  computed  as  follows: 

Schedule  A: 

Capital  stock,  consolidated  balance  sheet $300,000 

Surplus,  consolidated  balance  sheet 345,000 

$645,000 
Schedule  C: 

Goodwill  of  Corporation  A $150,000 

20%  of  $300,000 60,000         90,000 


Consolidated  invested  capital $555,000 

The  adjustments  on  account  of  goodwill  and  the 
elimination  of  intercompany  accounts  have  been  ex- 
plained in  Problems  18  and  21,  respectively. 

The  characteristic  of  this  problem  is  the  elimination 
of  the  stock  of  a  subsidiary  corporation  acquired  with 
cash  at  a  premium. 

As  Corporation  A  acquired  the  entire  capital  stock 
of  Corporation  B  for  $200,000,  the  cash  paid  for  same 
is  the  amount  which  must  be  reflected  in  the  consoli- 
dated balance  sheet.  The  capital  stock  and  surplus  of 
Corporation  B  as  at  the  date  of  acquisition  by  Cor- 
poration A  are  eliminated  from  the  liability  side,  and 
the  investment  in  Corporation  B  is  eliminated  from 
the  asset  side.  However,  if  the  elimination  stopped 
at  this  point,  the  elimination  on  the  asset  side  would 
be  $30,000  more  than  the  eliminations  on  the  liability 
side.    This  $30,000  is  the  premium  paid  for  the  stock 
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of  Corporation  B  by  Corporation  A,  and  in  the  ab- 
sence of  evidence  to  prove  otherwise  is  considered  an 
amount  paid  for  intangible  property,  and  is  therefore 
added  to  the  goodwill  account  of  Corporation  B, 

The  principle  underlying  this  method  of  consoli- 
dating the  balance  sheets  of  affiliated  corporations  is 
simply  the  elimination  of  the  consideration  paid  by 
the  parent  company  against  the  thing  acquired  by  the 
parent  company  for  such  payment,  i.  e.,  the  net  worth 
of  the  subsidiary  company  as  reflected  by  its  books  at 
the  date  of  acquisition.  Any  excess  paid  over  the  book 
value  is  equivalent  to  the  purchase  of  assets  not  re- 
flected on  the  subsidiary's  books — ^usually  goodwill — 
and  is  brought  into  the  consolidated  balance  sheet  as 
an  addition;  any  discount  represents  an  amount  by 
which  the  subsidiary  company's  net  worth  is  over- 
stated on  its  books  when  considered  in  connection  with 
the  balance  sheet  of  the  parent  company,  and  such 
overstatement  is  deducted  naturally  from  any  intan- 
gible assets  in  the  subsidiary  company's  balance  sheet 
first  and,  if  such  intangibles  are  entirely  eliminated, 
then  from  tangibles.  Thus  the  debit  and  credit  elim- 
inations balance. 

Refeeences : 

Treasury  Decision  2901. 

Article  867,  Regulations  45  Revised. 
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PROBLEM  25 

Computation  of  Consolidated  Invested  Capital  When 

Capital  Stock  of  Subsidiary  is  Acquired  with 

Stock  Having  a  Par  Value  in  Excess  of 

Net  Worth  of  Subsidiary  at  Date 

of  Acquisition 

Facts  : 

Corporation  A,  operating  several  confectionery 
stores,  acquired  the  capital  stock  of  Corporation  B, 
a  candy  factory,  January  1,  1915,  with  $100,000  of 
the  capital  stock  of  Corporation  A. 

The  goodwill  of  Corporation  A  was  acquired  with 
stock  at  par,  and  had  a'  cash  value  of  $100,000  when 
acquired. 
The  following  data  are  submitted: 

COBPOBATION  A 

Balance  Sheet  as  at  January  1,  1917 

Assets  Liabilities 

Cash $110,000     Accounts  payable  . .   $200,000 

Due  from  Corp.  B . .       90,000      Capital  stock 400,000 

Accounts  receivable.     200,000     Surplus 200,000 

Investment  in  Corp. 

B    100,000 

Plant 200,000 

Goodwill 100,000 


$800,000  $800,000 


COBPOBATION  B 

Balance  Sheet  as  at  January  1,  1917 

Assets  Liabilities 

Cash  • $120,000  Due  Corp.  A $  90,000 

Accounts  receivable ,  20,000  Capital  stock 100,000 

Plant 80,000  Surplus 210,000 

Goodwill 180,000 

$400,000  $400,000 

285 


FEDERAL  CORPORATE  INCOME  TAXES 

COEPOBATION  B 

Balance  Sheet  as  at  January  1,  1915,  Date  of  Acquisition  by 
Corporation  A 
Assets  Liabilities 

Tangible  property  . .  $120,000      Accounts  payable  . .  $240,000 

Intangible  property.      180,000      Capital  stock 100,000 

Deficit 40,000 


$340,000 


$340,000 


The  above  balance  sheet  correctly  states  the  cash 
value  of  the  tangible  and  intangible  property  as  at 
the  date  of  acquisition. 

Problem  : 

Compute  the  consolidated  invested  capital  for  1917. 

Solution  : 

The  consolidated  balance  sheet  may  be  set  up  as 
follows : 


Consoli- 

dated 

Corpora- 

Corpora- 

Elimina- 

Balance 

•ts: 

tion  A 

tion  B 

tions 

Sheet 

Cash  

$110,000 

$120,000 

$230,000 

Accounts    re- 

ceivable . . . 

200,000 

20,000 

220,000 

Due          from 

Corp.  B  . . . 

90,000 

-$  90,000 

Investment  in 

Corp.  B  . . . 

100,000 

-  100,000 

Plant    

200,000 

80,000 

Goodwill    . . . 

100,000 

180,000 
$400,000 

+     40,000 
$150,000 

320,000 

$800,000 

$1,050,000 

Liabilities : 

Accounts  pay- 
able        $200,000  $200,000 

Due  Corp.  A.  $  90,000     — $  90,000 

Capital   stock    400,000  100,000     —  100,000         400,000 

Surplus    200,000  210,000     -f     40,000          450,000 


$800,000     $400,000 
I  t 


$150,000     $1,050,000 
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The  consolidated  invested  capital  is  computed  as 
follows : 


Schedule  A: 

Capital  stock,  consolidated  balance  sheet $400,000 

Surplus,  consolidated  balance  sheet 450,000 

$850,000 

Schedule  C: 

Goodwill  of  Corporation  A  and  Cor- 
poration B  acquired  with  capital 
stock  of  Corporation  A $200,000 

20%  of  $400,000 80,000       120,000 


Consolidated  invested  capital $730,000 

The  adjustments  on  account  of  goodwill  and  the 
elimination  of  intercompany  accounts,  have  been  ex- 
plained in  Problems  18  and  21,  respectively. 

The  characteristic  of  this  problem  is  the  elimination 
of  the  stock  of  a  subsidiary  corporation  acquired  with 
stock  of  the  parent  company. 

The  stock  of  Corporation  B  was  acquired  by  Cor- 
poration A  with  stock  at  an  amount  in  excess  of  the 
net  worth  of  Corporation  B,  as  shown  by  the  balance 
sheet  of  the  subsidiary  at  date  of  acquisition.  The 
net  worth  of  Corporation  B  on  the  date  acquired  was 
$60,000  and  the  par  value  of  the  stock  issued  for 
same  was  $100,000.  The  excess  $40,000  is  con- 
sidered as  goodwill  purchased  with  stock,  and  is 
therefore  added  to  the  goodwill  of  Corporation  B 
in  the  consolidated  balance  sheet,  making  the  total 
amount  of  goodwill  $320,000,  of  which  $200,- 
000  was  acquired  with  stock.  This  amount  is  ar- 
rived at  as  follows : 
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Goodwill   Co.   A   acquired   with 

stock    $100,000 

Goodwill  acquired  from  Co.  B . .  $220,000 

Liabilities  of  Co.  B  assumed . .  .   $240,000 

Less:  Tangible  property  ac- 
quired          120,000 

Goodwill  acquired  for  cash  (bal- 
ance of  liabilities  assumed)  . .  120,000 

Goodwill    Co.    B    acquired   with  

stock  of  Co.  A 100,000 

Total    goodwill    acquired 

with  stock $200,000 

The  regulations  provide,  and  the  Bureau  practice 
has  been,  that  where  stock  or  shares  have  been  issued 
for  a  mixed  aggregate  of  tangible  and  intangible 
property  and  certain  liabilities  have  been  assumed  in 
connection  with  the  transaction,  it  is  presumed  that 
such  liabilities  are  to  be  charged  against  the  tangible 
property  and  the  intangible  property  in  the  order 
named,  unless  it  is  shown  by  evidence  satisfactory  to 
the  Commissioner  that  this  is  not  in  accordance  with 
the  facts. 

In  the  foregoing  case  Company  B,  at  the  time  it 
was  acquired  by  Company  A,  had  liabilities  amount- 
ing to  $240,000.  Through  the  acquisition  of  Company 
B's  stock  by  Company  A,  Company  A  in  effect  as- 
sumed the  liabilities  of  Company  B,  the  transaction 
thereby  resolving  itself  into  one  tantamount  to  the 
issue  of  shares  and  obligations  for  a  mixed  aggregate 
of  tangible  and  intangible  property.  These  obliga- 
tions, or  liabilities,  are  to  be  charged  first  against  the 
tangible  property  of  Company  B,  the  cash  value  of 
which  was  $120,000,  and  the  remaining  $120,000  lia- 
bilities are  to  be  charged  against  the  intangibles.  In- 
tangibles to  the  latter  amount  are  considered  as  hav- 
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ing  been  acquired  with  cash,  and  are  taken  into  in- 
vested capital  at  cost.  The  goodwill  limitations  apply, 
therefore,  in  this  case  only  to  so  much  of  the  goodwill 
acquired  from  Company  B  as  exceeds  the  amount 
($120,000)  acquired  for  cash,  i.  e.,  $220,000  less  $120,- 
000,  or  $100,000.  This  amount  plus  the  $100,000 
goodwill  on  the  balance  sheet  of  Company  A,  which 
was  also  acquired  with  stock,  results  in  a  total  of 
$200,000  goodwill  acquired  with  stock,  as  shown  above. 

Refeeence : 

Articles  835  and  868,  Regulations  45  Revised, 

PROPLEM  26 
Computation  of  Consolidated  Invested  Capital  When 
Subsidiary  Company's  Assets  at  Date  of  Acqui- 
sition Have  a  Cash  Value  in  Excess  of  the 
the   Book    Value,    and   Stock   of   Sub- 
sidiary  was   Acquired  with  Stock 
of    Parent    Company 
Facts  : 

Company  A,  an  ice  dispensing  company,  acquired 
the  entire  capital  stock  of  Company  B,  operating  a 
refrigerating  plant,  with  stock  of  Company  A  having  a 
par  value  of  $100,000.  The  balance  sheet  of  Company 
B  at  date  of  acquisition  did  not  reflect  the  true  value 
of  tangible  property  which  had  an  actual  cash  value 
of  $60,000.  The  goodwill  of  Company  A  was  acquired 
with  stock  at  par  and  had  a  cash  value  of  $45,000  at 
acquisition. 

Goodwill  of  Company  B,  amounting  to  $20,000,  was 
acquired  with  cash  January  16,  1916. 

The  balance  sheet  of  Company  A,  as  at  December 
31,  1916,  is  as  follows : 
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Assets  Liabilities 

Cash    $  10,000  Accounts  payable  . ,   $100,000 

Securities 345,000  Reserve  for  depreci- 

Accounts  receivable .       25,000  ation 20,000 

Plant  and  property.     100,000      Capital  stock 200,000 

Goodv^ill 50,000     Surplus 210,000 


$530,000  $530,000 


The  balance  sheet  of  Company  B  as  at  December 
31,  1916,  shows: 

Assets  Liabilities 

Securities $  10,000  Accounts  payable  . .  $  75,000 

Accounts  receivable.  60,000      Capital  stock 50,000 

Plant  and  property.  140,000     Surplus 155,000 

Goodwill 70,000 


$280,000  $280,000 


An  analysis  of  the  Securities  accounts  shows: 

Company  A  Company  B 

U.  S.  2%  bonds $  75,000      N.  Y.  City  bonds. . .   $  10,000 

Central  Leather  Com.  100,000 
N.  Y.  City  bonds...  70,000 
Company  B  stock . . .     100,000 


$345,000  $  10,000 


Balance  sheet  of  Company  B  at  date  of  acquisition, 
January  1,  1916,  as  per  books,  shows : 

Assets  Liabilities 

Tangible  property  . .  $  50,000      Capital  stock $  50,000 

Intangible  property.       50,000      Surplus 10,000 

Liabilities    40,000 


$100,000  $100,000 


Problem  : 

Compute  the  1917  invested  capital  for  excess  profits 
tax  purposes. 
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Solution  : 

As  Company  A  owns  100  per  cent  of  the  capital 
stock  of  Company  B,  a  consolidated  excess  profits  tax 
return  is  required  for  the  taxable  year  1917. 

The  consolidated  balance  sheet,  including  the  two 
companies  as  at  January  1,  1917,  shows : 

Company  Company  Elimina-  Consoli- 

Assets:                               A                B  tions  dated 

Cash    $  10,000  $  10,000 

Securities    345,000  $  10,000  —$100,000  255,000 

ceivable 25,000  60,000  85,000 

Plant  and  prop- 
erty      100,000  140,000  -f     10,000       250,000 

Goodwill    50,000  70,000  +     30,000       150,000 


$530,000     $280,000         $  60,000     $750,000 


Liahilitiea : 

Accounts  paya- 
ble     

Reserve  for  de- 

$100,000 

$  75,000 

preciation  . . 
Capital  stock . . 
Surplus   

20,000 
200,000 
210,000 

50,000 
155,000 

$530,000 

$280,000 

$175,000 


20,000 
— $  50,000  200,000 
—  10,000   355,000 


$  60,000  $750,000 


As  $100,000  par  value  stock  of  the  parent  company 
was  issued  for  a  net  worth  of  $60,000,  of  the  difference 
of  $40,000,  $10,000  is  considered  as  representing  tan- 
gible property  and  $30,000  is  considered  as  capital 
stock  issued  for  goodwill ;  therefore  these  accounts  are 
increased  accordingly. 

Tangible  property  paid  in  for  stock  or  shares  on  or 
after  January  1,  1914,  will  be  taken  at  the  actual  cash 
value  of  such  property  at  the  time  of  payment  irre- 
spective of  the  par  value  of  the  stock  or  shares  issued 
therefor.    Therefore,  if  the  cash  value  at  date  of  ac- 
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quisition  is  in  excess  of,  or  lower  than,  the  amounts 
reflected  on  the  books,  the  invested  capital  should  be 
adjusted  accordingly. 

Computation  of  Invested  Capital 

Schedule  A: 

Capital  stock  $200,000 

Surplus  355,000 

$555,000 

Schedule  C: 

Deductions : 

Item  1.     Goodwill  disallowed $  90,000 

"      8.     Inadmissible    5,000 

95,000 

Invested  capital ., $460,000 


Comments  : 

When  stock  of  a  subsidiary  is  acquired  with 
stock  of  the  parent  company,  the  amount  to  be  in- 
eluded  in  the  consolidated  invested  capital  with  re- 
spect to  the  company  acquired  shall  be  computed  in 
the  same  manner  as  if  the  net  tangible  assets  and  the 
intangible  assets  had  been  acquired  instead  of  the 
stock. 

Inadmissibles  are  computed  as  follows: 

Central  Leather  Common $100,000 

New  York  City  bonds  70,000 

Inadmissibles  owned  by  Company  B,  New  York  City 

bonds    10,000 

Total  inadmissibles  of  the  consolidated  group $180,000 

Less  the  total  indebtedness  of  the  consolidated  group     175,000 

Total  inadmissibles  to  be  eliminated  from  invested 

capital    $     5,000 


The  goodwill  disallowance  was  arrived  at  as  follows : 
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Total  goodwill  as  reflected  on  consolidated  balance 

sheet $150,000 

Less  amount  acquired  with  cash  20,000 

Goodwill  acquired  with  stock  $130,000 

Less  20%  capital  stock  outstanding  March  3,  1917 — 

$200,000     40,000 

Goodwill  disallowed   $  90,000 

The  goodwill  of  Company  A  had  a  cash  value  of 
$45,000,  which  is  in  excess  of  the  20  per  cent  limita- 
tion. The  cash  value  of  Company  B  's  goodwill  is  not 
known,  but  Regulations  41  state  that  goodwill  ac- 
quired with  stock  can  not  be  included  in  invested  cap- 
ital at  an  amount  greater  than  20  per  cent  of  the  par 
value  outstanding  March  3,  1917.  The  20  per  cent 
limitation  is  lower  in  the  above  case  than  the  cash 
value  of  Company  A's  goodwill  at  acquisition,  and 
therefore  only  $40,000  goodwill  has  been  allowed. 

Reference : 

Paragraph  2,  Article  55,  Regulations  41. 

PROBLEM  27 

Computation  of  Invested  Capital  When  One  Company 

Has  a  Deficit  in  a  Class  B  Consolidation 
Facts  : 

Corporations  A  and  B  are  owned  and  controlled  by 
the  same  interests,  and  are  required  to  file  a  consoli- 
dated return. 

The  following  data  are  submitted : 

COBPOBATION   A 

Balance  Sheet  as  at  January  1,  1917 
Assets  Liabilities 

Cash    $  50,000      Accounts  payable  . .  $  10,000 

Buildings  50,000      Capital  stock 50,000 

Surplus 40,000 

$100,000  $100,000 
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COBPORATION  B 

Balance  Sheet  as  at  January  1,  1917 
Assets  Liabilities 

Cash    $  75,000      Accounts  payable. .    $100,000 

Buildings 75,000      Capital  stock   100,000 

Deficit    (50,000) 

$150,000  $150,000 

Problems  : 

(a)  Assuming  that  the  deficit  of  Corporation  B 
was  created  by  operations  of  the  business,  compute  the 
invested  capital  as  at  the  beginning  of  1917. 

( 6 )  Assuming  that  the  deficit  was  caused  by  a  cap- 
ital distribution,  compute  the  invested  capital  as  at 
the  beginning  of  1917. 

_,  Consoli- 

SOLUTIONS :  dated 

Corpora-  Corpora-  Balance 

Assets:                                      tion  A  tion  B             Sheet 

Cash    $  50,000  $  75,000  $125,000 

Buildings    50,000  75,000            125,000 

0  $100,000         $150,000  $250,000 

Liabilities : 

Accounts  payable   ...   $  10,000         $100,000  $110,000 

Capital  stock 50,000  100,000  150,000 

Surplus     40,000 

Deficit   (50,000)  (10,000) 

$100,000    $150,000    $250,000 

The  consolidated  invested  capital  for  1917  in  ac- 
cordance with  assumption  (a) — on  the  basis  of  an 
operating  deficit — would  be  $150,000. 

The  consolidated  invested  capital  for  1917  in  ac- 
cordance with  assumption  (&) — on  the  basis  of  a 
deficit  created  by  capital  distribution — would  be 
$140,000. 

In  consolidating  the  two  companies,  the  surplus  of 
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Corporation  A  is  applied  against  the  deficit  of  Cor- 
poration B,  leaving  a  net  deficit  amounting  to  $10,000. 
This  rule  applies  within  certain  limitations  in  all 
consolidations,  i.  e.,  the  deficit  of  one  company  must 
be  applied  against  the  surplus  of  the  other  company 
included  in  the  consolidated  return. 

When  the  deficit  is  created  by  operations,  the  in- 
vested capital  will  be  the  consolidated  capital  stock, 
and  the  deficit  will  have  no  effect  on  invested  capital. 

When  the  deficit  is  created  by  capital  distribution, 
the  invested  capital  will  be  the  consolidated  capital 
stock,  less  the  consolidated  deficit. 

Refebence : 

Article  860,  Regulations  45  Revised. 

PROBLEM  28 

Computation  of  Invested  Capital  in  a  Class  A  Con- 
solidation   When    One    Company 
Has    a    Deficit 
Pacts  : 

Company  A,  a  steel  manufacturing  company,  was 
organized  in  1910  and  issued  capital  stock  of  $100,- 
000  par  value  for  $75,000  cash. 

In  1915  Company  A  acquired  the  capital  stock  of 
Company  B,  a  coal  mine,  for  $10,000  cash,  the  ap- 
praised value  of  the  assets  of  Company  B  at  date  of 
acquisition. 

Balance  Sheet  of  Company  A  aa  at  Jam,uary  1,  1917 
Aaaeta  Liabilities 

Cash    $  20,000  Accounts  payable  . .  $  25,000 

Investnlent 10,000  Reserve    for    depre- 

Plant  and  equipment       75,000  elation    26,250 

Goodwill 25,000  Capital  stock 110,000 

Deficit 31,250 

$161,250  $161,250 
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Balance  Sheet  of  Company  B  as  at  January  1,  1917 
Assets  Liabilities 

Cash    $  5,000     Reserve  for  depletion .  $  2,000 

Accounts  receivable. .       2,600      Capital  stock 10,000 

Mine  and  equipment.     10,000     Surplus 5,600 

$17,600  $17,600 


Balance  Sheet  of  Company  B  as  at  January  1,  1915,  Date  of 
Acquisition  by  Company  A 
Assets                                           Liabilities 
Mine  and  equipment.   $10,000      Capital  stock $10,000 

An  analysis  of  the  surplus  account  of  Company  A 
for  1910  to  1917  shows  the  following: 
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As  stock  dividends  paid  out  are  not  considered  a 
distribution  of  earnings  they  should  be  taken  into 
consideration  as  part  of  surplus  in  determining 
whether  cash  dividends  have  been  paid  out  of  earnings 
or  out  of  paid-in  capital  or  surplus. 

Analysis  of  the  surplus  account  of  Company  B 
from  1915  to  1917  shows: 

Dr.  Cr.         Balance 

1915  earnings  $2,000        $2,000 

1916  earnings 3,600  5,600 

Problem  : 
Determine  the  consolidated  invested  capital. 

Solution  : 

Consolidated  Balance  Sheet  as  at  January  1,  1917, 
Compa/nies  A  and  B 

Elimina-     Consoli- 

Co.  A  Co.  B       tions         dated 

Cash    $  20,000  $  5,000                      $  25,000 

Accounts  receivable  2,600                           2,600 

Investments    10,000  $10,000 

Plant     and     equip- 
ment            75,000  10,000                          85,000 

Gk)odwill 25,000  25,000 

Deficit 31,250  5,600         25,650 


$161,250     $17,600     $15,600     $163,250 

Liabilities : 

Accounts  payable..  $  25,000  $  25,000 

Reserve  for  depreci- 
ation           26,250  26,250 

Reserve  for  deple- 
tion      $  2,000  2,000 

Capital  stock 110,000       10,000     $10,000       110,000 

Surplus 5,600         5,600 

$161,250     $17,600     $15,600     $163,250 
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Eliminations  : 

As  Company  A  owns  100  per  cent  of  the  capital 
stock  of  Company  B,  forming  a  "parent  and  child" 
affiliation,  the  two  companies  are  consolidated  and 
the  assets  of  Company  B  are  substituted  for  the  in- 
vestment of  Company  A  in  the  capital  stock  of  Com- 
pany B ;  therefore  the  capital  stock  of  Company  B  is 
eliminated  both  from  the  investment  account  of  Com- 
pany A  and  from  the  capital  stock  account. 

The  surplus  of  Company  B,  being  less  than  the 
deficit  of  Company  A,  is  applied  against  the  deficit. 

Article  860,  Regulations  45  Revised,  provides  that 
* '  capital  or  surplus  actually  paid  in  is  not  required  to 
be  reduced  because  of  an  impairment  of  capital  in  the 
nature  of  an  operating  deficit,  except  where  there  has 
been  directly  or  indirectly  a  liquidation  or  return  of 
their  investment  to  the  stockholders,  in  which  case 
full  effect  must  be  given  to  any  liquidation  of  original 
capital. ' ' 

Therefore,  the  question  to  be  determined  is  whether 
the  above  deficit  of  $25,650  represents  an  operating 
deficit  or  a  liquidation  of  original  capital. 

An  analysis  of  the  records  of  Company  A 
and  Company  B  shows  that  the  original 

paid-in  capital  was   $75,000 

In  1913  dividends     paid    out    of    capital 

amounted  to    $  1,000 

"    1916  dividends    paid    out    of     capital 

amounted  to    10,000 

Total  impairment  of  capital 11,000 

Amount  allowed  as  invested  capi- 
tal under  Article  860 $64,000 

The  goodwill  account  of  $25,000  represented  the 
difference  between  the  par  value  of  the  stock  of  $100,- 
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000  and  the  consideration  received — $75,000  cash — 
and  therefore  is  not  goodwill  but  stock  discount  and 
should  not  be  included  in  invested  capital. 

It  should  be  noted  that  a  stock  dividend  is  not  con- 
sidered a  distribution  of  earnings,  nor  is  it  treated 
as  paid-in  capital. 

PROBLEM  29 
Consolidated  Betum — Control  of  a  Subsidiary  Se- 
cured During   the   Taxable   Year  1917 — 
Basis    upon    which    Betwms 
Should  be  Filed 
Facts  : 

On  September  1,  1917,  Company  A,  wholesale 
druggists,  purchased  100  per  cent  of  the  stock  of 
Company  B,  a  retail  drug  store.  The  capital  stock  of 
Company  B  is  $50,000,  for  which  Company  A  paid 
$75,000  in  cash.  Both  Company  A  and  Company  B 
had  been  rendering  income  tax  returns  on  the  basis  of 
the  calendar  year. 

Problem  : 

State  what  returns  are  required  for  1917. 

Solution  : 

Company  A  and  Company  B  are  each  required  to 
file  income  tax  returns  for  the  calendar  year  1917. 
The  Bureau  would  ordinarily  require  that  Company 
B  file  an  excess  profits  tax  return  for  the  period  from 
January  1, 1917,  to  August  31, 1917,  while  Company  A 
file  an  excess  profits  tax  return  for  the  calendar  year 
1917,  including  in  such  return  the  income  of  Com- 
pany B  for  the  period  from  September  1,  1917,  to 
December  31,  1917. 
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The  invested  capital  of  Company  A  is  not  increased 
by  the  acquisition  of  the  stock  of  Company  B,  as 
Company  A  paid  cash  for  the  stock,  bringing  about  a 
change  in  form  of  the  assets  of  Company  A,  that  is, 
substituting  the  assets  of  Company  B  for  the  cash 
paid,  but  effecting  no  increase  in  invested  capital  as 
a  result  of  the  exchange. 


PEOBLEM  30 

Method  of  Arriving  at  Consolidated  Net  Income  When 
Subsidiaries  Have  Taxable  Years  Different 
from  that  of  the  Parent  Company 
Facts  : 

Company  A,  a  sugar  reJ&nery,  has  two  subsidiaries, 
Company  X  and  Company  Y,  both  sugar  plantations. 
Each  company  kept  its  books  on  a  different  fiscal  year 
basis  and  filed  its  return  accordingly. 

Company  A's  taxable  year  ended  December  31, 
1918,  and  its  net  income  for  the  year  was  $8,000. 

Company  X's  fiscal  year  ended  January  31,  1918, 
and  its  net  income  for  this  period  was  $3,000.  For 
the  fiscal  year  ended  January  31,  1919,  the  net  income 
was  $2,000. 

Company  Y's  fiscal  year  ended  March  31, 1918,  and 
its  net  income  for  this  period  was  $6,000.  For  the 
fiscal  year  ended  March  31,  1919,  the  net  income  was 
$7,000. 

Problem  : 

From  the  above  facts  determine  the  consolidated 
net  income  for  1918  for  income  and  profits  tax 
purposes. 
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Solution  : 

Company  A: 

Income  for  year  ended  December  31, 

1918     $  8,000.00 

Company  X: 

One-twelfth    of    $3,000    income    for 

fiscal  year  ended  January  31,  1918  $    250.00 
Eleven-twelfths  of  $2,000  income  for 

fiscal  year  ended  January  31,  1919     1,833.33 


Total    taxable    income    for    twelve 

months  in  1918  2,083.33 

Company  Y: 

Three-twelfths  of  $6,000  income  for 

fiscal  year  ended  March  31,  1918  $1,500.00 
Nine-twelfths  of  $7,000  income  for 

fiscal  year  ended  March  31,  1919     5,250.00 


Total    taxable    income    for    twelve 

months  in  1918  6,750.00 


Total  net  income  as  adjusted  to  taxable 
year  of  parent  company $16,833.33 


PROBLEM  31 

Method  of  Arriving   at  Average   Consolidated  Net 

Income  and  Invested  Capital  for 

Pre-war  Period 

Facts  : 

The  pre-war  earnings  and  invested  capital  of  the 
affiliated  companies  A,  B  and  C  ("brother  and 
brother"  relation),  which  were  affiliated  throughout 
the  entire  pre-war  period  as  well  as  the  taxable  year, 
were  as  follows : 

Eaeninqs 
1911  1912  1913 

Company  A —$3,000  (loss)     $  7,000  $20,000 

Company  B    5,000  —     8,000  (loss)         6,000 

Company   C    2,000  —     9,000  (loss)         4,000 

Totals $4,000  —$10,000  $30,000 
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Consolidated  Invested  CAPirAi* 

1911  1912  1913  Total 

$225,000  $235,000  $240,000  $700,000 

Problem  : 

Compute  the  average  pre-war  net  income  and  in- 
vested capital. 

Solution  : 

The  total  net  income  during  the  pre-war  period  for 
tax  purposes  is  $34,000. 

The  average  net  income  is  $34,000  divided  by  3,  or 
$11,333.33. 

Average  invested  capital  for  the  pre-war  period  is 
$700,000  divided  by  3,  or  $233,333.33. 

The  percentage  of  the  average  net  income  to  the 
average  invested  capital  amounts  to  approximately 
5  per  cent;  the  deduction  for  1917  therefore  is  7  per 
cent. 

The  following  facts  should  be  borne  in  mind  in  con- 
nection with  the  above  computation: 

In  determining  the  consolidated  net  income  for 
each  of  the  pre-war  years,  where  corporations  affili- 
ated during  the  taxable  year  were  also  affiliated  in 
the  pre-war  period,  a  loss  of  one  company  is  deductible 
from  profits  of  the  others.  But  a  consolidated  loss  in 
one  pre-war  year  is  not  deducted  from  net  income  of 
the  other  pre-war  years. 

Kefekences : 

Articles  802  and  869,  Regulations  45  Revised. 
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PROBLEM  32 
Illustrating  Method  of  Computing  Average  Fre-umr 
Income  When  Not  All  of  the  Affiliated  Com- 
panies Were  a  Part  of  the  Affiliated 
Group    During    the    Pre- 
War    Period 
Facts  : 

Corporations  A,  B  and  C  were  affiliated  during 
the  pre-war  period.  Corporations  X  and  Y  were  in- 
dependent corporations  during  that  period.  The  cor- 
porations were  all  affiliated  during  1918,  and  were  re- 
quired to  file  a  consolidated  income  and  profits  tax 
return.  The  net  income  of  each  corporation  during 
the  pre-war  period  was  as  follows: 


1911 

1912 

1913 

Corp. 

A... 

$  75,000 

—$50,000  (loss) 

-$25,000  (loss) 

Corp. 

B... 

50,000 

40,000 

50,000 

Corp. 

C... 

25,000 

-  70,000  (loss) 

20,000 

Corp. 

X... 

125,000 

25,000 

—  25,000  (loss) 

Corp. 

Y... 

—  50,000  (loss) 

30,000 

—  25,000  (loss) 

Problem  : 

From  the  above  facts,  compute  the  average  net  in- 
come for  the  pre-war  period  in  accordance  with 
Article  802,  Regulations  45  Revised. 

Solution  : 

Name  of 

Corporation  1911            1912            1913         Total      Average 
AflSliated : 

Corp.  A..  $  75,000  -$50,000  -$25,000 

Corp.  B . .  50,000        40,000         50,000 

Corp.  C.  25,000  —  70,000         20,000 


Totals.     $150,000  —$80,000       $45,000  $195,000  $  65,000 

Not  aflSllated : 

Corp.X..    $125,000  $25,000  —$25,000  $150,000  $50,000 

Corp.  Y..  —  50,000  30,000  —  25,000  30,000  10,000 


Average  pre-war  earnings  of  consolidated  group $125,000 

304 


PROBLEMS 

It  should  be  noted  from  the  above  that  losses  of  an 
affiliated  company  must  be  deducted  from  the  profits 
of  other  affiliated  companies  in  the  same  year.  How- 
ever, a  loss  for  one  pre-war  year  should  not  be  de- 
ducted from  the  profits  of  the  other  pre-war  years. 

The  average  net  income  of  the  above  companies  for 
the  pre-war  period  is  the  average  consolidated  net  in- 
come of  the  several  corporations  that  were  affiliated 
during  the  pre-war  years,  plus  the  aggregate  of  the 
average  net  incomes  of  the  corporations  not  affiliated 
during  the  pre-war  period. 

PROBLEM  33 

Special    Case — Advertising   Expense   Capitalized   as 

Goodwill 
Facts  : 

A  corporation  organized  in  1885  expended  in  cash 
from  date  of  organization  to  December  31,  1890, 
$200,000  in  advertising  trade  brands,  etc.  This 
amount  was  deducted  from  income  as  an  expense, 
but  carried  in  a  separate  account  from  operating 
expenses.  The  officials  of  the  company  claim  it 
was  their  intention  from  the  beginning  to  capitalize 
this  expense,  but  no  record  was  made  of  that  intention 
until  at  the  close  of  business  December  31,  1890,  when 
a  stock  dividend  of  $200,000  was  declared. 

Question  : 

Under  these  circumstances,  is  it  permissible  to  in- 
clude this  item  in  invested  capital  ? 

Answer  : 
Yes. 
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PROBLEM  34 

Illustrating  the  Method  Usually  Employed  by  the  Bu- 
reau of  Computing  the  5  Per  Cent  Negligence 
Penalty  Under  the  Revenue  Act  of  1918 

Penalties  : 

A  penalty  of  5  per  cent  of  the  total  additional  tax 
must  be  assessed  under  the  1918  law  whenever  a  cor- 
poration has  had  errors  in  its  return  which  are  at- 
tributable to  negligence.  At  the  present  time  pen- 
alties for  negligence  are  being  assessed,  among  other 
reasons,  for  the  deduction  of  donations  as  an  expense 
and  also  for  the  deduction  of  income  and  excess  profits 
taxes  paid. 

It  should  be  noted  that  the  penalty  assessed  is  5  per 
cent  of  the  total  additional  tax.  For  example,  if  a 
corporation  originally  files  a  return  showing  $100,000 
total  tax  for  the  calendar  year  1918  and  the  audit 
results  in  a  total  tax  of  $125,000,  the  entire  $25,000 
of  additional  tax  resulting  from  the  audit  is  subject  to 
the  5  per  cent  penalty  if  the  taxpayer  has  been  negli- 
gent in  regard  to  any  item  in  his  return. 

The  taxpayer  in  meritorious  cases,  however,  may 
take  advantage  of  the  special  provision  of  the  law  per- 
mitting the  compromise  of  penalties,  if  he  cares  to  do 
so,  and  the  Department  will  usually  accept  an  offer  in 
compromise  of  an  amount  not  less  than  5  per  cent  of 
the  additional  tax  directly  attributable  to  negligence, 
plus  interest  at  the  rate  of  1  per  cent  per  month  upon 
this  amount  from  the  time  the  payments  of  tax  were 
originally  due  until  the  date  paid. 

Let  us  take  a  hypothetical  case: 
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Net  income  returned  $20,000.00 

Depreciation  disallowed    4,000.00 

$24,000.00 
Deduction  of  1917  income  and  excess  profits  taxes 

disallowed    2,500.00 

Donations  disallowed 500.00 

Corrected  net  income  for  the  taxable  year  1918 $27,000.00 

Corrected  income  and  profits  taxes  on  the  basis  of 

$27,000  net  income $12,416.00 

Original  tax  paid  6,648.00 

Additional  tax    $  5,768.00 

Penalty  of  5%  to  be  assessed  because  a  part  of  the 

additional  tax  is  attributable  to  negligence $      288.40 

Compromise  of  Penalty 

Corrected   income   and  profits   taxes   as   above   on 

basis  of  $27,000  net  income $12,416.00 

Corrected  income  and  profits  taxes  on  the  basis  of 

$24,000  income   9,944.00 

Additional  tax  directly  attributable  to  negligence . .  $  2,472.00 

Compromise  penalty  5%  of  $2,472,  or  $123.60,  plus 
interest  at  the  rate  of  1%  per  month  as  described 
above. 

Eefebences  : 

Articles  1003  and  1005,  Regulations  45  Revised. 


PROBLEM  35 

Propriety  of  Consolidation — Class  B,  ''Brother  and 

Brother" 
Facts  : 

Company  X  is  engaged  in  the  lumber  business. 

Company  Y  is  a  railroad,  which  is  used  for  hauling 
logs  to  the  sawmill  and  manufactured  lumber  to  the 
river  front  ready  to  be  loaded  on  vessels.  The  above 
companies  were  owned  by  the  same  stockholders  in  the 
following  proportions: 
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Company  X  Company  Y 

John  Doe    68%  70% 

William  Fox    12%  10% 

Joseph  Smith 20%  20% 

100%  100% 

The  above  stockholders  held  the  same  percentages 
of  stock  throughout  the  year  1917. 

Question  : 

Should  a  consolidated  excess  profits  tax  return  be 
filed  for  the  taxable  year  1917? 

Answer  : 

Yes. 

It  might  be  said  that  the  lumber  company  and  the 
railroad  company  are  not  engaged  in  the  same  line  of 
business.  However,  they  are  engaged  in  a  closely  re- 
lated business,  one  depending  absolutely  on  the  other ; 
therefore,  they  are  considered  as  one  economic  unit. 

As  the  two  companies  are  owned  by  the  same  inter- 
ests in  substantially  the  same  proportion,  they  come 
squarely  within  the  purview  of  Articles  77  and  78  of 
Regulations  41. 

This  is  a  Class  B  consolidation  or  "brother  and 
brother"  relationship,  which  has  been  explained  in 
full  in  the  text. 

PROBLEM  36 

Propriety  of  Consolidation — Effective  Stock 
Facts  : 

Company  X  retails  sporting  goods,  and  has  both 
common  and  preferred  stock  outstanding;  the  pre- 
ferred stock  is  non-voting,  pays  a  6  per  cent  cumula- 
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tive  dividend  and  is  preferred  as  to  the  distribution 
of  assets. 

Company  Y  manufactures  ice  skates,  and  has  but 
one  class  of  stock  outstanding. 

The  shareholders  of  Companies  X  and  Y,  both  of 
which  are  domestic  corporations,  held  stock  in  the 
following  proportions  throughout  the  entire  year 
1920: 

Company  X         Company  Y 
Common     Preferred     Common 
Stock  Stock  Stock 

John  Smith   50%  73%  48% 

John  Doe   50%  27%  52% 


,100%  100%  100% 

Question  : 

Should  a  consolidated  income  and  profits  tax  return 
be  filed  for  the  taxable  year  1920  ? 

Answer  : 


The  common  stock  held  by  J.  Smith  and  J.  Doe  in 
Companies  X  and  Y  is  held  by  them  substantially  in 
the  same  proportion  in  the  two  companies,  but  the 
preferred  stock  is  not  held  in  the  same  proportion. 

The  common  stock  in  this  particular  case  is  the 
voting  stock  and  therefore  the  "effective"  stock.  As 
the  preferred  stock  cannot  vote  it  is  not  "effective," 
and  hence  is  not  considered  in  determining  the  pro- 
priety of  consolidation. 

(1)  Effective  stock  must  entitle  the  owner  to  a  voice 
in  the  management  of  the  business. 

(2)  Effective  stock  must  have  a  direct  interest  in 
the  allocation  of  income  and  expenses  as  between 
companies. 
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PROBLEM  37 

Propriety  of  Consolidation — Class  A,  *' Parent  and 

CULd'' 
Facts  : 

Company  X  manufactures  automobiles,  and  Com- 
panies A,  B  and  C  are  automobile  selling  agencies. 

The  stockholdings  for  the  entire  year  1917  were  as 
follows : 


Stockholders 

Company  X  C 

ompanj 

H.  Adams   . . 

.  . .       2% 

25% 

M.  Jones   . . . 

. . .       3% 

25% 

I.  Williams  . 

.  . .       3% 

J.  Kelly  . . . . 

. . .     60% 

30% 

L.  Oliver   . . . 

. . .     16% 

20% 

P.  Murphy    . 

. . .     16% 

Company  X  . 

100% 


100% 


100%  100%  100%  100% 

Question  : 

Should  a  consolidated  excess  profits  tax  return  be 
filed  for  the  taxable  year  1917! 

Answer: 

Companies  X,  B  and  C  should  file  a  consolidated 
excess  profits  tax  return.  Company  A  should  file  a 
separate  excess  profits  tax  return,  as  it  is  not  af&liated 
with  the  other  three  companies.  There  can  be  no 
question  in  regard  to  the  affiliation  of  Companies  X, 
B  and  C,  as  Company  X  owns  the  entire  capital  stock 
of  Companies  B  and  C,  and  as  the  two  subsidiary  com- 
panies are  selling  agencies  of  the  parent,  they  are  in 
the  same  or  closely  related  business.  This  is  what  is 
known  in  the  Bureau  as  a  Class  A  consolidation 
or  a  ''parent  and  child"  relationship. 
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It  will  be  noted  that  Company  X  does  not  own  any 
of  the  stock  of  Company  A  but  that  the  stock  of  Com- 
pany A  is  owned  by  some  of  the  stockholders  of  Com- 
pany X.  However,  the  stock  is  not  held  by  the  same 
interests  in  substantially  the  same  proportion;  there- 
fore Company  A  would  be  excluded  from  the  con- 
solidation. 

PROBLEM  38 

Propriety   of  Consolidation — Classes  A   and  B 
Combined 
Facts  : 

Company  X,  a  coal  mining  company,  leases  coal 
lands  to  Company  Y  for  a  royalty  based  on  tonnage 
output. 

The  stockholdings  in  the  respective  companies  are 
as  follows  for  the  taxable  year  1917. 

Stockholders  Company  X  Company  Y 

Company  X   91% 

A.  York   25%  2% 

B.  Morris 25%  3% 

C.  Klein   25%  2% 

D.  Cook    25%  2% 

100%  100% 

Question  : 

Is  a  consolidated  excess  profits  tax  return  required 
for  the  taxable  year  1917? 

Ansvvter  : 

Yes. 

The  answer  is  based  on  the  assumption  that  the 
stockholdings  in  the  two  companies  remained  the  same 
for  the  entire  taxable  year. 
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A  case  of  this  character  is  considered  by  the  Income 
Tax  Unit  as  a  "parent  and  child"  relationship. 

If  the  stock  held  by  Company  X  in  Company  Y 
is  divided  among  the  stockholders  of  Company  X  on 
the  basis  of  the  stock  held  in  that  company,  it  will  be 
readily  seen  that  Mr.  York's  indirect  stockholdings 
in  Company  Y  is  22%  per  cent  plus  2  per  cent  held 
direct,  making  a  total  of  24%  per  cent  against  25  per 
cent  held  in  Company  X.  By  using  this  method  Mr. 
Morris's  holdings  will  be  25%  per  cent  in  Company 
Y,  while  Mr.  Klein  and  Mr.  Cook  will  have  24%  per 
cent  each  in  Company  Y. 

It  will  be  noted  that  the  stock  is  held  substantially 
in  the  same  proportion  by  the  same  interests  if  the 
direct  stockholdings  are  added  to  the  indirect  stock- 
holdings through  Company  X, 

PROBLEM  39 

Propriety   of  Consolidation — Class  B — Variation  in 

Stockholdings 
Facts  : 

Companies  Nos.  1,  2  and  3  are  piano  manufacturers 
and  their  stock  is  held  as  follows: 

Stockholders  Company  1  Company  2  Company  3 

J.  Smith  49%  50%  48% 

H.  Jones   15%  15%  18% 

C.  White 36%  35%  32% 

F.  Smythe 2% 

100%  100%  100% 

Question  : 

Is  a  consolidated  excess  profits  tax  return  required 
for  the  taxable  year  1917  ? 
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Answer  : 

Yes,  provided  the  same  conditions  obtained  during 
the  entire  taxable  year. 

The  stock  in  this  instance  is  held  by  the  same  in- 
terests in  substantially  the  same  proportion  in  each 
of  the  affiliated  corporations.  This  case  is  what  is 
known  in  the  Bureau  as  a  **  brother  and  brother" 
relationship. 

What  is  substantially  the  same  proportion,  is  the 
question  frequently  asked.  In  Class  B  corporations, 
such  as  the  above,  where  there  are  only  three  or  four 
stockholders,  the  Income  Tax  Unit  has  allowed  as  high 
as  5  per  cent  variation  in  stockholdings.  The  percent- 
age of  permissible  variation  is  much  smaller  as  a 
rule  in  corporations  where  there  are  a  large  number 
of  stockholders.  Of  course,  no  general  rule  can  be 
prescribed  as  each  case  has  to  be  considered  on  its  own 
merits,  keeping  in  mind  the  purpose  of  consolidating 
tax  returns,  namely,  to  tax  as  a  single  economic  unit 
corporations  owned  or  controlled  by  the  same  in- 
terests. 

Under  Article  77,  Regulations  41  (1917  law),  cor- 
porations were  required  to  file  a  consolidated  excess 
profits  tax  return  if  their  stock  was  held  by  the  same 
interests  in  substantially  the  same  proportion  in  each 
of  the  affiliated  corporations,  provided  such  corpora- 
tions were  engaged  in  the  same  or  a  closely  related 
business ;  it  will  be  noted  that  in  1918  the  law  is  silent 
regarding  corporations  being  in  the  same  line  of  busi- 
ness. Therefore,  if  two  or  more  domestic  corporations 
come  within  the  provisions  of  Section  240  of  the  Rev- 
enue Act  of  1918,  a  consolidated  income  and  profits 
tax  return  will  be  required  whether  or  not  the  affili- 
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ated  corporations  are  in  the  same  or  closely  related 
businesses. 

PROBLEM  40 

Propriety    of    Consolidation — Unrelated    Businesses 

Facts  : 

Company   X  operates  a  brick  yard. 

Company   Y  manufactures  musical  instruments. 

Company  W  conducts  a  retail  book  store. 

Company   Z  operates  a  marble  quarry. 

The  stockholdings  in  the  above  domestic  corpora- 
tions were  as  follows,  without  change  during  the  tax- 
able years  1917,  1918,  1919  and  1920. 

Stockholders     Company  X  Company  Y  Company  W  Company  Z 

J.  Archibald    ..     50%  50%  50% 

W.  Brown 50%  50%  60% 

Company  X  . .  50% 

Company  Y  . .  50% 


100%  100%  100%  100% 

Question  : 

Should  a  consolidated  excess  profits  tax  return  be 
filed  for  the  taxable  year  1917  and  consolidated  in- 
come and  profits  tax  returns  for  the  taxable  years 
1918,  1919  and  1920? 

Answer  : 

For  the  taxable  year  1917,  no  consolidated  return 
should  be  filed.  Each  company  should  file  separate 
returns,  as  no  two  of  the  above  companies  are  in  the 
same  or  closely  related  businesses.  For  the  taxable 
years  1918,  1919  and  1920  consolidated  income  and 
profits  tax  returns  should  be  filed,  as  Archibald  and 
Brown  held  stock  in  Companies  X,  Y  and  Z  during 
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this  period  in  exactly  the  same  proportion,  and  be- 
cause Companies  X  and  Y  owned  the  entire  capital 
stock  of  Company  W.  As  X,  Y,  Z  and  W  are  all 
domestic  corporations  they  come  within  the  purview 
of  Section  240  of  the  Revenue  Act  of  1918. 

This  case  is  a  combination  of  the  so-called 
"brother  and  brother"  and  ''parent  and  child"  re- 
lationships. 

PROBLEM  41 
Propriety  of  Consolidation — Belated  Businesses 

Facts  : 

Company  X  is  engaged  in  manufacturing  automo- 
biles, and  takes  the  entire  output  of  Company  W 
which  is  a  foundry.  Company  Y  is  a  department 
store  and  Company  Z  is  a  tannery.  All  of  these  are 
domestic  corporations. 

The  stockholdings  remained  constant  during  1917 
and  1918  and  were  as  follows: 

Stockholders    Company  X  Company  Y  Company  Z  Company  W 

Company  X  . . .  60%                                   100% 

F.  Johnson 5%  36%  50% 

M.  Smith   50%  3%  40% 

Minorities    45%  1%  10% 


100%  100%  100%  100% 

Question  : 

Should  a  consolidated  excess  profits  tax  return  be 
filed  for  the  taxable  year  1917  and  a  consolidated  in- 
come and  profits  tax  return  for  the  taxable  year  1918  ? 

Answer  : 

Companies  X  and  W  should  file  a  consolidated  ex- 
cess profits  tax  return  for  1917  and  a  consolidated  in- 
come and  profits  tax  return  for  1918. 
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Companies  Y  and  Z  are  not  affiliated  in  accordance 
with  the  requirements  of  Articles  77  and  78  of  Regu- 
lations 41  and  Treasury  Decision  2662  nor  Section  240 
of  the  Revenue  Act  of  1918,  and  therefore  should  file 
separate  returns  for  both  1917  and  1918. 

Inasmuch  as  the  automobile  company  owns  all  of 
the  capital  stock  of  the  foundry  company  and  takes 
its  entire  output,  the  companies  are  considered  as  one 
economic  unit  and  hence  come  within  the  provisions 
of  the  articles,  Treasury  Decision,  and  law  quoted 
above.  Company  Y  is  excluded  from  the  consolida- 
tion for  the  reason  that  Company  X  does  not  own  an 
amount  of  its  stock  large  enough  to  warrant  bringing 
it  within  the  purview  of  the  law  and  regulations  as 
interpreted  by  the  Income  Tax  Unit.  Further,  there 
are  no  intercompany  transactions  to  indicate  that  the 
companies  are  operating  as  a  unit.  The  minority  in- 
terest owns  no  stock  directly  in  Company  Y.  How- 
ever, the  minority  stockholders  do  own  27  per  cent 
indirectly  by  being  stockholders  in  Company  X,  but 
even  then  the  stock  is  not  held  by  the  same  interests 
in  substantially  the  same  proportion. 

Company  X  owns  no  stock  in  Company  Z  and  as  the 
stock  is  not  held  by  the  same  interests  in  substantially 
the  same  proportion  and  as  there  are  no  other  re- 
lations between  the  companies.  Company  Z  would  be 
excluded  from  the  consolidation. 

PROBLEM  42 
Propriety  of  Consolidation — Classes  A  and  B 
Combined 
Facts  : 

Company  X  operates  an  iron  mine  furnishing  ore 
to  Company  Y,  which  manufactures  sheet  steel.    Com- 
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pany  Z  is  a  selling  agency  for  Company  Y.  There 
were  no  changes  in  stockholdings  during  the  taxable 
years  1917  and  1918,  which  were  as  follows : 

Stockholders  Company  X     Company  Y     Company  Z 

A.  J.  Brown 20%  20% 

H.  Black 20%  20% 

D.  Ewing    20%  20% 

F.  Bradley   20%  20% 

S.  Seligman   20%  20% 

Company  Y    100% 

100%  100%  100% 

Question  : 

Should  a  consolidated  ^xcess  profits  tax  return  be 
filed  for  the  taxable  year  1917  and  a  consolidated  in- 
come and  profits  tax  return  for  the  taxable  year  1918  ? 

Answer  : 

Yes. 

The  stock  in  Companies  X  and  Y  is  held  exactly  in 
the  same  proportion  by  the  same  interests,  and  Com- 
pany Y  in  turn  owns  the  entire  capital  stock  of  Com- 
pany Z.  Moreover,  the  companies  are  in  the  same 
or  a  closely  related  business. 

Company  Z  is  a  "child"  of  Company  Y  and  Com- 
pany X  is  a  ''brother"  of  Company  Y,  therefore  Com- 
panies Y  and  Z  should  be  consolidated  as  "parent 
and  child"  and  Companies  X  and  Y  as  "brother  and 
brother"  companies. 

PROBLEM  43 

Propriety  of  Consolidation,  Class  B 
Facts  : 

Companies  X,  Y,  Z  and  W  manufacture  cigarettes. 
The  stockholdings  were  as  follows: 
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stockholders    Company  X  Company  Y  Company  Z  Company  W 

A.  Andrews   ...     48%  75%               74%              99% 

F.  Dunn    60%  22%               26% 

J.  Schwarz 2%  3% 

P.  Helfrig   1% 


100%  100%  100%  100% 

Question  : 

Should  a  consolidated  income  and  profits  tax  re- 
turn be  filed  by  the  above  companies  for  the  taxable 
year  1918  ? 

Answer  : 

Companies  Y  and  Z  would  be  required  to  file  a 
consolidated  income  and  profits  tax  return  for  the 
taxable  year  1918,  if  the  ratio  of  stockholdings  re- 
mained the  same,  as  shown  above,  during  the  year. 

Companies  X  and  W  could  not  be  required  to  be 
included  in  the  consolidated  return  for  the  reason 
that  the  stock  in  these  two  companies  is  not  held  by 
the  same  interests  in  substantially  the  same  pro- 
portion. 

It  will  be  noted  that  Mr.  Andrews  and  Mr.  Dunn 
hold  stock  in  Companies  Y  and  Z  in  substantially  the 
same  proportion,  practically  %  and  i/4,  respectively, 
while  in  Company  X  Mr.  Andrews  and  Mr.  Dunn  each 
own  about  one-half  of  the  stock.  Company  W  is 
owned  entirely  by  Mr.  Andrews  with  the  exception  of 
1  per  cent  and  Mr.  Dunn  has  no  interest  in  it  what- 
soever. 

Companies  Y  and  Z  are  classed  as  a  "brother  and 
brother"  or  Class  B  consolidation. 
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PROBLEM  44 

Propriety  of  Consolidation — Stock  Acquired  by  Gift 

Facts  : 

Company  X  is  engaged  in  manufacturing  fertilizer. 

Company  Y  operates  an  acid  plant,  the  entire 
output  of  which  is  taken  by  Company  X  at  10  per  cent 
below  market. 

Company  Z  is  a  distributing  agency,  and  was  or- 
ganized June  1,  1917. 

Company  W  is  engaged  in  manufacturing  farm 
machinery. 

.  Company  H  is  engaged  in  manufacturing  washing 
machines. 

The  stockholdings  remained  constant  through  the 
year  1917  and  were  as  follows: 

Stockholders  Co.  X        Co.  Y    Co.  Z    Co.  W    Co.  H 

W.Barton    (father)..  86%  100%                     50%  80% 

L.  Barton  (son) 5%  10%  3% 

V.  Barton  (daughter)  .  2y2%  10%  2% 

Minority    61/2%  30%  15% 

Company  X   100% 

100%         100%     100%     100%     100% 

Stockholders  L,  Barton  and  V,  Barton  acquired 
their  stock  from  W.  Barton,  their  father,  by  gift. 

Question  : 

Should  a  consolidated  excess  profits  tax  return  be 
filed  by  the  above  named  companies  for  the  taxable 
year- 1917? 

Answer: 

A  consolidated  excess  profits  tax  return  should  be 
filed  by  Companies  X  and  Y  for  the  entire  year,  in- 
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eluding  therein  Company  Z  from  June  1,  1917,  the 
date  of  organization,  to  the  end  of  the  taxable  year  of 
the  parent  corporation.  Companies  W  and  H  should 
file  separate  income  and  profits  tax  returns  for  the 
taxable  year  1917, 

As  L.  Barton  and  V.  Barton  acquired  their  stock 
by  gift,  their  interest  is  considered  the  same  as  if  W. 
Barton  owned  93^/^  per  cent  of  Company  X,  and  as 
W.  Barton  owns  100  per  cent  of  Company  Y  his  in- 
terest is  substantially  the  same  in  each  of  the  two 
companies.  The  minority  interest  of  6^/2  per  cent  is 
disregarded  in  this  instance,  inasmuch  as  the  entire 
output  of  Company  Y  is  taken  by  Company  X  at 
10  per  cent  below  market,  which  indicates  that  the 
two  companies  are  operating  as  an  economic  unit. 

Company  Z  is  a  distributing  agency  for  Company 
X,  and  as  it  is  entirely  owned  by  Company  X  there  is 
no  question  as  to  its  being  included  in  the  consoli- 
dation. 

The  stock  in  Companies  W  and  H  is  not  held  by 
the  same  interests  in  substantially  the  same  proportion 
and  there  is  a  large  minority  interest  in  the  two  com- 
panies. Moreover,  the  companies  are  not  in  the  same 
line  of  business;  therefore  they  do  not  come  within 
the  provisions  of  Articles  77  and  78  of  Regulations  41, 
and  Treasury  Decision  2662,  outlining  the  basis  for 
consolidating  corporate  returns  under  the  1917  Rev- 
enue Act. 

Note. — Companies  X  and  Z  are  consolidated  as  a  "parent 
and  child "  and  Companies  X  and  Y  as  a  "  brother  and 
brother  "  combination. 
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PROBLEM  45 

Propriety  of  Consolidation — Leased  Companies 

Facts  : 

Companies  A,  B,  C,  D  and  E  are  electric  railway 
companies  operating  in  New  England.  The  above 
companies  are  owned  by  the  following  stockholders: 

Stockholders  Co.  A      Co.  B       Co.  C       Co.  D      Co.  E 

X,  Y,  Z  Co 95%         95%         96%         97%         98% 

Minority  5%  5%  4%  3%  2% 


100%       100%       100%       100%       100% 

Companies  A,  B,  C,  D  and  E  are  all  leased  by  X, 
Y,  Z  Company  to  the  Pocahontas  Railway  Company 
for  the  following  periods : 

Company  A  for  999  years 

B  for  800      " 

C  for  500      " 

D  for  600      " 

"         E  for  900      " 

The  leases  provided,  among  other  things,  that  the 
Pocahontas  Railway  Company  should  pay  to  the  lessor 
each  year  an  amount  equal  to  7  per  cent  on  the  out- 
standing capital  stock  of  the  leased  companies. 

The  stockholdings  remained  constant  during  the 
entire  year  1917.  All  of  the  leases  were  made  prior 
to  1917. 

All  of  the  above  companies,  except  X,  Y,  Z  Com- 
pany, are  operated  as  an  integral  part  of  the  Poca- 
hontas Railway  Company. 

Question  : 

Should  a  consolidated  excess  profits  tax  return  be 
filed  for  the  taxable  year  1917  ? 
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Answer  : 

A  consolidated  excess  profits  tax  return  for  1917 
and  consolidated  income  and  profits  tax  returns  for 
subsequent  years  (if  the  leases  are  continued  to  be 
held  by  the  Pocahontas  Railway)  should  be  filed  by 
the  Pocahontas  Railway  Company,  including  therein 
Companies  A,  B,  C,  D  and  E. 

It  will  be  noted  that  in  this  particular  case  stock- 
holdings have  been  disregarded  for  the  reason  that 
leases  of  this  character,  extending  over  hundreds  of 
years,  for  all  intents  and  purposes  amount  to  owner- 
ship, as  the  stockholders  have  no  control  over  the  com- 
panies as  long  as  the  leases  are  in  force. 

The  amount  of  money  paid  each  year  in  considera- 
tion of  leases  is  in  a  great  many  cases  paid  directly 
to  the  stockholders  by  the  lessee,  and  in  other  cases 
the  money  is  paid  to  the  lessor,  who  distributes  it  to 
stockholders.  The  stock  of  the  leased  companies  is  in 
substantially  the  same  class  as  guaranteed  non-voting 
stock. 

PROBLEM  46 

Propriety    of    Consolidation — Illustrating   Equitable 

Ownership 
Facts  : 

Stockholders  Co.  1  Co.  2  Co.  3  Co.  4 

A    1%             20%             25% 

B    1%                                                     25% 

C    1%                                                     25% 

D    1%             20%             25% 

E    1%                                                     25% 

F    1%                                                    25% 

G    20%             25% 

H    20% 

I     20%             25% 

Sundry    94% 

100%  100%  100%  100% 
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Company  1  is  the  equitable  owner  of  the  stock  of 
Companies  2,  3  and  4.  The  stockholders,  as  shown 
above,  are  stockholders  of  record  only. 

The  conditions  obtained  during  the  entire  taxable 
year  1918. 

Question  : 

Is  a  consolidated  income  and  profits  tax  return  re- 
quired for  the  taxable  year  1918  ? 

Answer  : 

Yes. 

It  is  stated  that  Company  1  is  the  equitable  owner 
of  Companies  2,  3  and  4,  and  that  the  stockholders,  as 
shown  in  the  problem,  are  stockholders  of  record  only. 

What  the  Bureau  is  interested  in  is  the  equitable 
owner  and  not  the  stockholders  of  record. 

Sometimes  it  happens  that  state  laws  prohibit  one 
corporation  from  owning  stock  in  another.  Dummies 
are  therefore  used  as  stockholders. 

In  such  cases,  the  stock  is  endorsed  in  blank  and 
turned  over  to  the  equitable  owner.  Therefore,  it  will 
be  seen  that  in  such  cases  the  equitable  owner  has 
entire  control  of  the  stock.  As  this  is  evidently  true 
in  this  particular  case,  Companies  1,  2,  3  and  4  would 
file  a  consolidated  income  and  profits  tax  return  for 
the  taxable  year  1918. 

Reference  : 

Section  240,  Revenue  Act  of  1918. 
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PROBLEM  47 

Propriety  of  Consolidation — Illustrating  a  Foreign 

Corporation  as  the  Parent  Corporation 

Facts  : 

Stockholders  Co.  1     Co.  2    Co.  3     Co.  4    Co.  5    Co.  6 

Foreign  Corp 100%  100%    100% 

Domestic  Corp.  No.  1  100%  66%    100% 

A 26% 

B 8% 

100%    100%    100%    100%    100%    100% 

Companies  1,  2,  3,  4,  5  and  6  are  domestic  corpo- 
rations. There  were  no  changes  in  stockholdings  dur- 
ing the  year  1918. 

Question  : 

Should  a  consolidated  income  and  profits  tax  return 
be  filed  including  therein  each  of  these  companies  for 
the  taxable  year  1918  ? 

Answer: 

It  will  be  noted  that  the  foreign  corporation  owns 
100  per  cent  of  Companies  1,  3  and  4.  However, 
under  Section  240  of  the  Eevenue  Act  of  1918,  a  for- 
eign corporation  is  not  allowed  to  be  included  in  a 
consolidated  return  with  domestic  corporations,  but 
inasmuch  as  the  domestic  corporations  1,  3  and  4  are 
owned  by  the  same  interest,  they  are  required  to  file 
a  consolidated  income  and  profits  tax  return. 

The  problem  states  that  domestic  corporation  1 
owns  the  entire  capital  stock  of  corporations  2  and  6. 
Therefore,  these  two  corporations  would  also  have  to 
be  included  in  the  consolidated  return  with  Companies 
1,  3  and  4. 
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Companies  1,  3  and  4  would  be  grouped  as  a 
"brother  and  brother"  relationship,  while  Companies 
2  and  6  would  be  classed  as  "children"  of  Company 
1,  consequently  we  have  a  "brother  and  brother"  and 
a  "parent  and  child"  consolidation. 

Corporation  5  would  be  excluded  from  the  consol- 
idation as  Company  1  owns  only  66  per  cent  of  its 
stock,  while  A  and  B,  the  minority  interest,  own  the 
remaining  34  per  cent.  As  this  minority  interest  is 
not  owned  or  controlled  through  closely  affiliated  in- 
terests, it  does  not  come  within  the  provisions  of  Sec- 
tion 240  of  the  Act. 
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Sale  of  assets,  loss 64 

Sale  of  bonds  at  premiiun  52 

Sale  of  capital  assets,  income  49 

Sales   36 

Sales,  installment,  income  50 

School,  commercial,  taxation  of  216 

Semi-personal  service  corporations 208 

Services,  personal 198-225 

Solicitor  of  Internal  Revenue,  status  8 

Space  and  Equipment  Section 16 

Special  assessment 18B-198 

Special  Assessment  Section 17 

Special  Assignment  Section 18 

Special  Audit  Division  16 

Special  cases.  Invested  Capital 96 

Special  provisions    142 

Staff  Division,  organization 12 

Statistical  Division  23 

Statute  of  limitations,  waivers 7 

Stay  of  assessment,  appeal  to  Committee  on  Appeals  and 

Review    10 
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stock  dividend  decision 224 

Stock  dividends,  Invested  Capital 105 

Stockholders,  tax  status  in  personal  service  corporations. .  229 

Stock,  preferred,  Invested  Capital    101 

Stock  returned  to  corporation 121 

Stock  sold  at  a  premium  52 

Subsidiary,  acquisition  of  stock  174, 175 

Illustrative  problems    274,  278,  281,  285, 289,  300 

Suits  for  recovery  of  taxes 34 

Surplus     101 

Earned    103 

Paid  in,  intangible  value  » . .  102-103 

Paid  in.  Invested  Capital 101-103 

Synopsis  of  agent's  report 5 

Tangible  and  intangible  property  acquired  for  stock  and 

bonds     191 

{Cf.  Illustrative  problem,  page  285.) 

Tangible  property,  paid  in  for  stock 118 

Prior  to  January  1,  1914  118 

On  or  after  January  1,  1914  119-120 

Taxable  net  income 35 

Reconciliation  with  books  92-94 

Tax-free  covenant  bonds,  illustrative  problem 237 

Taxes,  foreign,  credit   83-84 

Taxes  paid,  deduction 82,  83 

Taxes : 

Receipts  for 27 

Recomputation  of 25 

Tax  upon  dissolved  company  payable  by  stockholders ....     27 

Theaters  213 

Timber  tracts,  depletion 79 

Trading  corporations    203 

Trading  Section   14 

Training  Section,  Staff  Division 12 

Transportation  and  Public  Utilities  Section 14 

Travel  Audit  Section    21 

Traveling  expense 64 

Treasury  stock.  Invested  Capital  99-101, 121 

Valuation : 

Based  on  discovery 77 

Methods    120-121 

Of  assets  upon  reorganization 122-125 

Of  intangibles  116-118 

Valuation  Sections 22 

Value  appreciation 125-126 

Value  establishment,  depletion  75 

Value  revision,  depletion  76 

Waivers,  statute  of  limitations 7 

War  profits  credit,  problem  234 
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